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SUMMARY. 


I, The Returns of Productive Agents. Carver’s statement of the 
universal principle of diminishing returns, 558.—Other writers have 
believed that a stage of cessation of return would be reached, 559.— 
The possible formule for expressing the law, 564.—II. The Produc- 
tivity of Capital. (1) Definition and measure of capital. The word 
not explained by the writers using it in this connection, 565.—First 
definition: capital as intermediary products, 567.—Difficulties of 
measuring capital so defined, 568.—Second definition: capital as 
advances, 571.—Third definition: capital as value advanced during 
a certain period of time, 572.—In this last sense, capital can be meas- 
ured, 575.—This definition has been used more or less implicitly by 
various economists, 579.—(2) Capital and the period of production; 
how related under the definition proposed, 582.—Béhm-Bawerk’s 
failure to consider the duration of advances, 584. (3) The productivity 
of capital. Béhm-Bawerk’s view: the royndabout process more 
productive. Criticisms of this view, 586.—Its author does not prove 
it, only illustrates it, 589.—The thesis false, 592. 


I. 
ON THE Returns oF PropuctTiIvE AGENTS IN GENERAL. 


In the masterly study which he has published on the 
question of diminishing returns, Professor Carver has 
maintained that the tendency toward diminishing returns 
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does not manifest itself, as was formerly believed, simply 
with relation to productive agents combined in varying 
proportions with a fixed quantity of land, but that this 
tendency is something universal. Take any productive 
agent or group of productive agents. If with this agent, 
or group of agents, which we suppose fixed, we combine 
successively increasing quantities of that other agent or 
those other agents which must be added to it to obtain 
such and such sort of goods as one wishes to have, then, 
according to Carver, the product will, to be sure, increase 
more quickly at first than the productive agent or agents 
which have been varied; but a time will come when the 
increase of the product will be less rapid than that of our 
agent or agents, when the returns of the latter, in other 
words, will relatively diminish. 

I consider Carver’s thesis true, and, moreover, I con- 
sider that it constitutes one of the most important truths 
of economic science. At the same time, Carver, in ex- 
pounding his ideas on the problem of diminishing returns, 
has expressed a view which I regard as inexact, at least 
partially. My intention here is to point out this error 
which I think I see in Carver’s work, and at the same 
time to contribute towards clearing up the question, till 
now so hazy, of the productivity of capital. 


Carver illustrates the ‘“‘law” of diminishing returns 
with the following formulz :— 

If z acres of land with y units of capital and labor give 
p product, z acres of land with ay units of capital and 
labor will give a product superior to p, but inferior to 
ap. . 

If y units of capital and labor with z acres of land give 
p product, y units of capital and labor with az acres of 
land will give a product superior to p, but inferior to ap. 


1See Carver, The Distribution of Wealth (1904), chap. 3. 
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When, the quantity of land remaining the same, says 
he, the quantity of labor and capital is increased, the 
product does not increase as much as the labor and capi- 
tal. If the quantity of labor and capital does not change 
and the quantity of land is increased, the product will 
not increase as much as the land.’ 

If I understand Carver’s thought, one productive agent 
remaining constant and the others increasing, the product, 
from the moment when the tendency to diminishing returns 
begins to act, will increase less quickly than these pro- 
ductive agents. It will increase less and less quickly, but 
it will continue incessantly to increase. 

Carver, on the point which I wish to discuss, has, in 
short, only universalized the conception which many 
theorists had expressed before him, with regard to agri- 
cultural returns. Read, for example, Marshall. ‘‘The 
application of increased capital and labour to land,” 
writes that author, ‘‘ adds a less than proportionate amount 
to the produce raised.” ? 

To be sure, other economists had had a somewhat 
different conception. Their opinion was that, by the 
application, to a given area of land, of increasing quantities 
of capital and labor, one must arrive, after a certain time, 
at @ maximum product, and that afterwards production 
must necessarily remain stationary. Among the authors 
who have treated of population, certain ones have shown 
that they imagined a ‘‘fulness of cultivation,” an extreme 
limit for the production of the means of subsistence. 
Such is the case of Wallace.’ Turgot writes: ‘‘The earth 
has a limited fertility, and supposing it ploughed, manured, 
marled, ditched, irrigated, weeded as much as it can be, 

1 Pages 67-68. The italics are mine. 


2 Principles of Economics, 5th ed., p. 153 (IV., 3,§1). Itis I who italicize the 
word ‘‘adds.” 


3See his Dissertation on the Numbers of Mankind in Ancient and Modern 
Times (1753), passim. 
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it is evident that all further expense would be useless;’ . . . 
there is then a maximum of production which it is impos- 
sible to go beyond, and when it has been reached, advances 
produce absolutely nothing.” * Assuming a specially tech- 
nical point of view, Liebig taught that, beyond a certain 
measure, all supplementary ploughing and manuring was 
powerless to increase the production of plants.* Quite 
recently an author who, like Carver, proclaims the uni- 
versality of the tendency to diminishing returns, Valenti, 
said,in a quite general manner, that the increase of any 
one agent in a combination of productive agents, after a 
certain point, adds nothing to the product.‘ 

To say that the quantity of the product, when one pro- 
ductive agent remains invariable and the quantity of the 
others increases, augments indefinitely, but less and less, 
and to say that it increases to a certain maximum to 
remain stationary afterwards, amounts to about the same 
thing. What I wish to establish is that both proposi- 
tions, in so far as they are general propositions, are false. 

Grant that 

(1) x units of a group of productive agents with y units 
of another group give p product, 
it can then be granted that 

(2) ax units of the first group with ay units of the 
second group give ap product. 

Perhaps, indeed, it will be said that the process from 


1Turgot adds here, ‘‘Such increase might even be harmful.” One might 
be tempted to see in these words an anticipation of the conception which I am going 
to state presently. I do not think, however, that they have that meaning. 


2 Observations sur un mémoire de M. de Saint-Péravy (CEuvres de Turgot, éd. 
Daire, i., p. 420). 

2 According to Esslen, Das Gesetz des abnehmenden Bodenertrages seit J. 
von Liebig, Munich, 1905, pp. 8-9. 

‘ Principii di scienza economica (Florence, 2d ed., 1909), § 62, p. 167. The 
way in which Valenti formulates his proposition is not very happy, as may be seen 
by consulting his book. 




















PRODUCTIVITY OF CAPITAL 561 





formula (1) to formula (2) is not legitimate. When an 
enterprise is enlarged by the proportionate multiplication 
of all the productive agents which are employed in it, the 
product may be found to be increased more or less than 
the productive agents in question. But to this observa- 
tion I shall reply by assuming that the process from my 
first formula to my second formula does not necessarily 
express the process from a relatively small enterprise to a 
larger enterprise. There is no reason why the second 
formula should not relate to enterprises like that—or 
those—to which the first related, but a times as numerous.’ 
And under this hypothesis, I may add, it will surely be 
true? 

We know on the other hand that the return of a 
productive agent or group of agents, when these agents 
increase in proportion to the others, may increase at first. 
We can thus have:— 

(3) x units of one group of productive agents with ay 
units of another group give a’p product, which is larger 
than ap. 

Let us compare formule (3) and (2). This comparison 
will show us that, if with a fixed quantity—ay—of a cer- 
tain group of productive agents we combine increasing 
quantities of other agents,—1 at first and a afterwards,— 
we may see a decrease not only in the relative return of 
these agents, but in the absolute product. 


1 Carver expresses at first the ‘‘ law of economies of large production,” saying 
(p. 66) that if, for example, z acres of land with y units of capital and labor give P 
product, az acres of land with ay units of capital and labor will give either more 
than aP or less than aP. These formule relate to simple enterprises; but noth- 
ing in them shows it. 


2 After having expressed the ‘‘ law of economies of large production,’’ as we 
have seen in the preceding note, Carver, coming back to this law, says (pp. 90-91) 
that, when an enterprise is enlarged, the relation changes between a certain factor 
of the production, the management, which remains fixed, and the ensemble of the 
other factors. In that way, he thinks, he can reduce the law of economies of large 
production to that of the variation of returns. It seems to me it would be neces- 
sary to make some reservations upon this reduction,—this is not the place to state 
them,—but it certainly contains some truth. 
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Thus this proposition, very different from that of 
Carver on the same question, is drawn from the very fact | 
of increasing returns,—a fact acknowledged by Carver. 
There is, moreover, in the latter’s book a passage in which 
the truth which I am trying to establish appears clearly 
enough. Carver somewhere’ considers a production 
which would employ land and labor. If the land is gratui- 
tous, he says, it will be advantageous to extend the labor 
over as much land as is necessary in order that this labor 
may give the maximum product. And, if we consult the 
table to which Carver refers us,? we can see that by ex- 
tending the same labor over a larger quantity of land we 
shall have less product. The table in question shows us 
that, if we apply labor over 10 acres of land, it is for an 
outlay of 20 days’ labor that the return from the labor 
will be the greatest. If we lay out 20 days’ labor, each 
day will produce 19 bushels of grain, whereas with 10 
days’ labor, or with 40, the number of bushels produced per 
day will be only 15. Suppose, then, that we have at our 
disposal 20 days’ labor. If we lay it out on 10 acres, 
we shall obtain 20 X 19 bushels, or 380. Or shall we lay 
it out on 20 acres? 10 days laid out on 10 acres give 
10 X 15, or 150 bushels. 20 days laid out on 20 acres will 
give twice as much, or 300 bushels. And thus it is better, 
having at our disposal 20 days, to lay them out on 10 
acres than on 20. 

I think I have established that the increase of one factor 
or group of factors of production, the other factors remain- 
ing constant, might result in a diminution of product. 
Let us now look to experience for examples. 

Here is a field of a certain area. If we apply to it in- 
definitely increasing quantities of labor, what will the 
product become? One may say that it will increase 
indefinitely. It can even be always increased, it would 





1 Page 71. 2 Page 58. 





See also pp. 72-73. 
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seem, by more minute care given to the plants; only, after 
a certain time, this increase will become extremely slow. 
In any case the product will never be found to diminish.’ 
It is the above case, it will be noted, which almost 
exclusively occupied the authors who, before Carver, have 
speculated on diminishing returns. We must not, then, 
be surprised if Carver, universalizing the views of these 
authors, has been led to think that the increase of one 
productive agent, the others remaining constant, could not 
diminish the product. But let us imagine that we lay out 
our fixed quantity of labor on greater and greater tracts 
of land, that we make 10 men, for example, cultivate 5 
hectares in grain, then 10 hectares, then 100, then 1,000, 
then 10,000. The product which they will be able to 
obtain—if, in proportion as the land to be cultivated 
becomes vaster, they force themselves to spread their 
labor over all the land that is given them—will diminish 
after a certain time. It will even finally become nil. 
Another example. An individual devotes all his activity 
to the directing of an enterprise. Let us suppose that the 
enterprise enlarges indefinitely. After a certain time the 
increasing difficulty which our individual will experience 
both in organizing and in overseeing the conduct of his 
business may, and doubtless must, have as a consequence 
not only a diminution in the productivity of the different 
agents employed, but a diminution in the absolute product.’ 


To have done with my general remarks, I shall offer an 
observation apropos of the demonstration that Carver 
gives us of the universality of the law of diminishing 
returns. Let us suppose, says Carver, that this law is 


1It might, however, be remarked that a time will come when there will no 
longer be room in our field for a greater number of men. 

2 I am considering here productivity and product from the point of view which 
certain authors call technical. I do not take into consideration that diminution 
in the value of products which may result from the necessity of going to seek more 
distant markets and from the descendant form of the curve of demand. The con- 
sideration of this additional datum of the question would corroborate my assertion. 


® Pages 67-68. 
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verified for certain productive agents, in so far as they are 
combined with others which remain fixed. It will then 
be true with relation to these latter, inasmuch as they 
are made to vary and as the former remain stable. Let 
us state, for example, these two formule :— 

(1) z units of a certain productive agent with y units 
of another agent give P product; 

(2) x units of the first agent with ay units of the second 
give more than P. 
On the other hand, one can write:— 

(3) az units of the first agent with ay units of the second 
give aP product. 
Now the comparison of formule (2) and (3) shows 
that, given a certain quantity of units of the second 
agent,—or ay,—if the number of units of the first is 
raised from 1 to a, the product increases in a less pro- 
portion. In other words, that certain increases of the 
first agent are accompanied by a decrease of the returns 
which it gives. 

Carver here neglects the case, which might occur, where 
we should have:— 

(4) x units of the first agent with ay units of the second 
give less than P. 
If we compare formule (3) and (4), we shall see that 
certain increases of the first productive agent, the second 
remaining constant, are accompanied by increasing returns 
of the former.® 


3 The demonstration which I have just pointed out is the inverse of the one 
above by which, starting from the fact of increasing returns, I proved that certain 
increases of productive agents might be accompanied by an absolute diminution 
of the product. 

One more remark. If we combine two productive agents, M and N, it is 
only for relatively large quantities of N that the increase of N will be found to 
bring about the diminution of the product. It follows that it is only for rela- 
tively small quantities of M that the returns of this factor will be found to in- 
crease with its augmentation. And the converse is also true. 
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II. 


On THE Propuctivity oF CAPITAL. 


1. Definition and Measure of Capital. 


I wish to examine now how the product varies when the 
relation of capital to the other productive agents changes. 
But, before proceeding to this examination, it is indis- 
pensable to determine carefully what capital is as a dis- 
tinct productive agent, how it must be defined and meas- 
ured if we wish to be able to speak of a relation between 
capital and the other productive agents. 

Let us cast a glance at the writings of the economists 
who have treated of diminishing returns. It is a fact 
worthy of remark that these authors, at least in the pas- 
sages relative to the variations of returns, do not explain 
what they mean by the word “capital.” Turgot, in the 
passage which I have quoted,’ speaks of the relation of 
the product to the ‘‘avances’; and by this word he 
designates the capital and labor applied to land without 
making between these two things any distinction. West, 
in his Essay on the Application of Capital to Land,’ 
announces to us* that he is going to study, as the title 
of his work indicates, the variations which are produced 
in the returns of capital when one applies more and more 
capital to the land. But immediately‘ he begins to 
speak to us not of the returns of capital, but of the re- 
turns of labor. He asserts that labor, in agriculture, 
gives diminishing returns.’ Malthus, when he deals with 
agricultural returns, considers sometimes capital applied 
to land, sometimes capital and labor.® Ricardo speaks 
here of capital or of labor, or of capital and labor, in an 


1 uvres, éd. Daire, i. pp. 418-422. 21815. 3 Page 2. 
* As early as p. 3. 5 Pages 6 and 7. 


6The Nature and Progress of Rent (1815), pp. 17, 29, 36, 41; Principles of 
Political Economy (1st ed., 1820), pp. 153-197. 
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apparently indifferent manner.’ Similarly, Stuart Mill? 
Marshall takes care most frequently to speak of the doses 
of capital and labor applied to the land,* but he some- 
times lets fall one of these terms.‘ 

Among the more recent authors, Bullock,’ Carver, 
Valenti, always distinguish capital and labor; but, in 
what they have written on diminishing returns, no very 
precise indication is to be found about the way in which 
they distinguish these two notions. 

I mean by no means to maintain that the economists 
whom I have reviewed have all failed to form a clear con- 
ception of capital. For several of them such an assertion 
would be entirely false. But there are some among the 
authors I have quoted of whom this is quite the case. And 
I shall say more: among those who have had a clear con- 
_ ception of capital it seems that certain ones had a vague 
| feeling that their conception of capital was not the one 
which permits us to assign capital its place in the theory 
of diminishing returns, and, in a broader way, in the the- 
ory of production. At least, one is tempted thus to 
interpret the hesitation, the indecision, which is manifest 
in the formule which they use. 


What, then, is capital, after all, for these authors who 
have busied themselves especially with the productivity 
of capital, with the réle of capital in production? Ordi- 
narily, the authors in question make capital consist of 
those goods which are employed in production and which 
have been produced. Capital consists, to use the ex- 

1 Principles, chap. 2. See, for example, the end of paragraph in Gonner’s edition 
(1891). 

? Principles, notably IV., chap. 3. 

3 Principles, I., chap. 12, paragraphs 1-2. 

“See, for example, p. 155, n. 2 (IV., chap. 3, paragraph 21. 


5 The Variation of Productive Forces (Quarterly Journal of Economics, August, 
1902). 
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pression of Bohm-Bawerk, of intermediary products.’ 
And thus those economists who recognize only labor as 
the original factor of production, or who at least, in their 
speculations on production, are inclined to pay particu- 
lar attention to labor, and to assign it a preponderant 
place, will say that capital is past labor collaborating with 
present labor. A cultivator, for example, expends labor 
to plough his land; but, in order to plough, he needs a 
plough. This plough, which has been constructed a 
longer or shorter period before, is capital; it represents 
past labor, the help of which renders more efficacious 
the labor at present being expended by our ploughman. 

Such is the conception of capital most frequent among 
the theorists of production. With regard to this con- 
ception it seemed to me necessary to make one remark 
at the very start. If one is to employ, in the theory of 
production, the concept of intermediary product, it is 
important that one should understand this concept in 
the broadest manner. Suppose some men are breaking 
land in order to permit it to produce harvests: this 
improvement of the land which will result from the break- 
ing will have to be regarded as an intermediary product. 
It is this which the labor of our men produces immedi- 
ately—if one may be permitted the expression—and will 
contribute afterwards to the production of harvests. 
In capitalistic production, Bohm-Bawerk teaches us, man 
does not create in a direct manner the property which 
he desires. He resorts to detours. Very well. But 
what must be noted is that these detours do not always 
consist in creating, in the strictest sense of the word, 
“goods” from which the former will come, I mean in 
producing isolable goods. 

How can the intermediary products be measured? 
Our authors measure them by what they have cost to 


1In German, Zwischenprodukte. 
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obtain. Thus, wishing to estimate the capital (that is: 
to say, the intermediary product) which a laborer em- 
ploys, they will consider often the labor which is incor- 
porated in this intermediary property; they will esti- 
mate that past labor which collaborates with present 
labor." 

But, then, how can the relation be established of capi- 
tal to the other productive agents? Here several solu- 
tions may be imagined. Let us examine them in order. 

1. Suppose a cultivator who cultivates his field for 
a year. Let us say that for his cultivation he employs 
land, labor, and capital; and by this last word let us un- 
derstand, for example, the machines, the instruments which 
our cultivator has acquired for his exploitation. If our 
cultivator pays 10,000 francs for the rent of his field, if 
he expends 20,000 francs for manual labor and 20,000 
for the machines, instruments, etc., we may say that the 
expense in capital is to the other expenses as one to two. 
As one may see, we are considering here one group of pro- 
ductive operations neglecting the operations which have 
preceded these and which technically form a part of the 
same productive process. Let us suppose that our cul- 
tivator before undertaking his cultivation has himself 
manufactured the machines and the instruments which 
he will have to use. Then, with the manner of reckoning 
which I have indicated, the capital will disappear. In 
such conditions it is apparent that this manner of reck- 
oning implies a contradiction; for to concentrate attention 
to a certain stage of a productive process is to invite us— 
the very use which is made here of the expression “‘inter- 
mediary products” shows it plainly enough—to go back 
further than this stage. 


4 See, for example, Thiinen, Der isolirte Staat, 2d part, Ist division, paragraphs 
8-9; Béhm-Bawerk, Positive Theorie des Capitales, II., i., pp. 96-97; Einige 
strittige Fragen der Capitalstheorie, i., 2, pp. 11-13. (Béhm-Bawerk does not re- 


duce capital to past labor exclusively. He indicates very well that into the 
constitution of capital there enters still another element, the element of nature.) 
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2. If one wishes to speculate on capital, one must 
include a productive process which is complete from a 
technical point of view, or else limit one’s self to a frag- 
ment of such a process which from the economic point 
of view will form a complete whole, as was the case with 
our cultivating enterprise above; but then, in order to 
define capital, one must not go beyond this fragment. 
Submitting, then, to this condition, one can measure the 
quantity of capital by the sum of the intermediary products 
which intervene, in one way or another, in the produc- 
tive process; in other words, by the sum of the inter- 
mediary products which are created or bought from the 
beginning of the process until the acquisition of the 
fruits. But as one will observe that the acquisition of 
the fruit is always separated by an interval of time, how- 
ever small it may be, from the productive operations 
which have prepared it, that there is not, strictly speak- 
ing, any productive act which gives its product instan- 
taneously, and that thus every operation of production 
may, and must, be regarded as giving rise at the start 
to intermediary products, then one will be persuaded that, 
wishing to measure the capital as I have just indicated, 
we shall arrive at making it equal to the sum of the out- 
lays of production or of the advances. The ratio of the 
capital to the other productive agents will be the same 
as if the capital were identified with the advances, and 
this relation will always be a ratio of one." 

3. One may establish the ratio of capital to the other 
productive agents by classifying under the first rubric 
those intermediary products only which are employed in 
the very last stage of the productive process. For ex- 
ample, in a forest exploitation the capital will be measured 
by the amount of the expenses of planting, etc.; in short, 


1T shall have occasion to come back to this subject; for I shall have to speak 
of the conception which identifies capital with the ‘‘ advances.” 
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of all the expenses which are anterior to the cutting. This 
conception is, it seems to me, the one which is suggested 
to us rather than the others when we are told that capital 

| is past labor collaborating with present labor. It seems 
to me to challenge very serious criticism. 

In the first place, is it possible to establish a demarcation 
between this last stage of the productive process which 
we must isolate and the others, or, again, to speak as cer- 
tain authors do, between present labor and past labor? 
Shall we not be led, when we examine things carefully, 
to reduce the last stage of production, the present labor, 
to nothing? A workman, to finish the manufacture of an 
object, takes ten days, and in his labor, if he has the help 
of instruments, he employs materials which, altogether, 
have cost ten days’ labor. Can one say that the manu- 
facture of the object in question has required a capital of 
the value of ten days’ labor? Why should not one con- 
sider as “present” labor only the labor of the last day, 
which would make the value of capital employed equal to 
nineteen days of labor? Why should not one confine 
one’s self to only the work of the last hour, of the last 
second, of the last instant? It seems that this is what we 
should do. And in this way, once more, the measure of 
the intermediary products will be found to coincide with 

that of the productive advances. 

Let us admit that it is legitimate not to reduce present 
labor to the labor of the last instant. Let us do like those 
authors who, isolating at the end of the productive process 
a stage of a certain duration, regard this last stage as 
being in no respect capitalistic. Then, with the manner 
of measuring capital which I have indicated, we shall 
arrive at strange results. Here is a production in which 
one thousand units of manual labor are expended ten years 
before the obtaining of the product. Here is another 
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production, in which one thousand units of manual labor 
are expended one month before the obtaining of the 
product, and in which it would take five units of manual 
labor to finish the product. The first production, under 
the conception of capital we are here considering, would 
not be more capitalistic than the second. This example 
suffices, I think, to show that a measure of capital like 
that which is occupying us departs from what is per- 
mitted by usage. And it will also be granted, I am 
sure,—what is still more important,—that it could not 
have any scientific utility. 


I come now to that second conception of capital which 
makes capital consist in the advances which are made for 
production. Undertaking certain productive enterprises, 
I am compelled to advance a certain sum. This sum 
which I advance—and which I hope to recover, after a 
certain time, increased by a surplus—is, as is currently 
said, the capital which I place or invest in these operations 
which I am undertaking.’ 

Capital, according to the new definition which we have 
decided upon, is property, seen from the point of view of 
its value,—property which might be consumed, which might 
be employed to procure an immediate or almost immediate 
satisfaction, and of which we make such a use that we 
shall recover it or have its product only after the expira- 
tion of more or less time. Let us see, then, since that is 


1The definition of capital which is indicated here is the same one that I 
have adopted in my Intéréi du capital (see paragraphs 3-7) and in my Manuel 
d’économique (paragraph 86). It was a thorough study which I have recently 
made of the returns of productive agents which revealed to me the necessity of 
correcting it, or rather of completing it. (I shall note, in passing, that our second 
definition of capital, in so far as it is distinguished from the first, is scientifically 
very much superior to it. It makes capital something correlative to what may 
be called capitalization, and it also connects the notion of capital with that of 
interest. It invites us to examine why capitalization encounters obstacles, why 
capital obtains interest, etc.) 
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what interests us, what relations this definition establishes 
between capital and the other productive agents. Capital 
here is the productive advances. But in production—we 
have already seen—all outlays are advances. A landed 
proprietor putting his land under cultivation expends 
land. He also expends manual labor. Neither expense 
will give its product until later. Our land-owner, then, 
renounces for a time the value which he would get from 
his land, if, for example, he enjoyed it,as a country seat; he 
renounces for a time the value of the manual labor which 
he employs; and doing this he employs capital. Capital, 
‘in short, is the expenses of production, whatever they 
/may be, in so far as these expenses are not immediately, 
\instantaneously productive. And thus, if you wish, capi- 
tal is quite essentially distinct from the other productive 
agents, from land and labor. It is, again, if you like, that 
land and labor considered from a special point of view. 
But quantitatively it is not distinct from land and labor. 
It has no measure of its own. It will then be impossible 
to speak of variations of capital with relation to the other 
productive agents, to speak of returns, of a variable 
productivity of capital. 


We are thus led to consider a third concept, which will 
_be the preceding concept completed by a new element. 
This third concept is that of the expenses of production 
in so far as they constitute advances, and as these advances 
are made for a certain period. With this concept we are 
in the presence of a productive agent, if one may be per- 
mitted the expression, which not only is essentially dis- 
tinct from the others, but which is also distinct from them 
quantitatively,—of a productive agent which has its own 
measure, and which in that way may and must be regarded 
as being added to the others. The obtaining of a certain 
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product, for example, will require an expense—in land 
and labor—of 10,000 francs. These 10,000 francs will 
have been advanced during an average period, say, of six 
months, or of a year, or of two years, and this average 
period of waiting for the product will be, in the production, 
something which will have to be taken into consideration. 

How shall we designate the new concept which we have 
formed? Here we find ourselves confronted by a serious 
difficulty of vocabulary. Jevons proposes, when a pound 
is invested in a production for five years, that one speak 
of five pound-years, and, as a general expression, he em- 
ploys that of “amount of investment of capital.” He 
wishes to have a distinction drawn between the amount 
of investment of capital and the amount of capital in- 
vested, the former being equal to the latter multiplied by 
the duration of the investment.’ But I shall call attention 
to the fact that the correspondence of the two expressions 
does not convey the relation of the two concepts. And 
especially it seems to me necessary to express the first 
concept by a single word, seeing the prime importance 
which it has for economic science. 

What word shall we choose? The usage of language, it 
cannot be denied, dissuades us from using the word “ capi- 
tal.” In current language, as Jevons has plainly felt, 
capital is advances considered from the point of view of 
their amount, and not at all from the point of view of the 
period for which they are made. On the other hand, 
however, economic theory assigns to capital a special réle 
in production, and it is not possible to assign it this special 
réle, we have seen, unless by the word “capital’’ we under- 
stand the expenses of production. inasmuch as they are 
made a determinate time before the obtaining of the 
product. 


1 Theory of Political Economy, chap. 7. (See Quantitative Notions concerning 
Capital.) 
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In presence of these two contrary reasons I admit that 
I feel greatly embarrassed. I am inclined, however, for 
the moment to give the word “‘capital’’ the sense which 
permits us to continue to see in capital a factor of pro- 
duction quantitatively distinct from the others. And 
thus in the following pages I shall employ this word to 
designate the concept which occupies us at this moment. 
The word “‘ advances” designating the productive expenses 
in so far as they are not to give their product immediately, 
the word “‘capital’’ will designate the result of the multi- 
plication of the amount of the advances by the duration 
of their investment. 

Shall we illustrate by examples the definition of capital 
at which we have arrived? A cultivator employs a field 
during a certain year for a certain production. He ex- 
pends upon it so many days of manual labor. If he ex- 
pends nothing else, his capital will be the value of the use 
of the field, it will be the value of the days’ labor in so far 
as these values are advanced for a certain period. It will 
be, if you wish, 10,000 francs in so far as they are advanced 
on the average for six months. In reality our cultivator 
employs, besides the land and the manual labor, instru- 
ments. Suppose, for the sake of simplicity, that these 
instruments are worn out in the year of cultivation which 
we are considering. These instruments will represent, 
with relation to him, along with the land and labor, a new 
factor of the production. And if they cost 3,000 francs, 
if they last eight months on the average, the capital of 
our cultivator will be increased by 3,000 francs X 8 
months. Now, if we assume the social point of view, and 
wish to include the total of the productive operations 
which lead to the harvest, the instruments of which we 
have just spoken will cease to represent a distinct agent in 
production. They will be replaced by the land, by the 
labor which have enabled them to be created, and, 














575 





PRODUCTIVITY OF CAPITAL 





moreover, by capital, this capital corresponding to the 
value of the land and labor in question multiplied by the 
period for which it has been advanced. 

I have just shown how capital should be measured. 
The measure which I have just indicated, however, is 
only one of the measures which may be adopted. There 
are two measures for capital, and there are two measures 
for the other factors of productions. The land, the labor, 
can be measured physically: thus one may speak of the 
use of so many hectares for so much time, of so many 
days of manual labor. And they can be measured from 
the point of view of value. Similarly for capital. When 
I measure capital by a certain value advanced during a 
certain time, that is, be it understood, a somewhat physi- 
cal measure; for the .value does enter into my measure, but 
it does not enter alone. To measure capital from the point 
of view of value is to express it in value, and in value 
alone; and, in order to do that, we must put, in place of 
the product of the multiplication of the value advanced 
by the period of the advance, a sacrifice which corresponds 
to that product, or, better, in an economy which admits 
of loans, the interest which corresponds to it. If, for 
example, the rate of interest is 5 per cent., then the 
expense in capital of any one who, in a production, had 
advanced 50,000 francs and waited for the product an 
average of two years, will be 5,000 francs, considering sim- 
ple interest, and a certain sum larger than 5,000 francs, 
considering, as we certainly must do, interest compounded. 

When one speculates on the productivity of agents, 
is it the technica] measure or the measure in terms of 
value that should be adopted? In such speculations one 
compares certain productive agents, supposed to be fixed, 
with other agents which are made to vary. In the col- 
umn of agents supposed to be fixed, one may adopt either 
one of the two measures indifferently. In the other col- 
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umn, if one has only one agent, one can likewise adopt 
whichever measure one prefers. But, if one has two or 
more agents, then it will be absolutely necessary to em- 
ploy the measure in terms of value; for this measure is 
' the only one which for all the productive agents, what- 
ever they may be, reposes on one same principle. It is 
the only one which permits of totalizations; and, in the 
hypothesis which we are assuming, it is the variation of 
the sum of the productive agents of the second column 
the consequences of which we are investigating. If, for 
example, we take on the one hand the use of so much land, 
and on the other we consider the application of increas- 
ing quantities of labor and capital to this fixed quantity 
of land, we shall have in each case to find the sum of the 
labor and capital, and for that we shall have to measure 
the labor and capital from the point of view of their value. 

When one wishes to study the productivity of capital, 
one will consider it with respect to the total of the other 
expenses of production, and one will suppose it varying, 
while the total in question remains fixed. Thus one can 
adopt for capital either of the two existing measures, and 
the other expenses of production will have to be measured 
in value. 


We know now how, with that definition of capital which 
I have proposed, capital must be measured. By this 
measure we shall arrive at results quite different from those 
which one has if one defines capital as consisting of the 
intermediary products or of the advances of production. 
Suppose two forests planted at the same time with the 
same expense. One is cut at the end of ten years, the 
other at the end of twenty years. Suppose the expense 
of the cutting is the same in each case. Suppose besides, 
for the sake of simplicity, that between the transplanting 
and the cutting of the trees no expense intervenes,—that 
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we do not take into consideration, for example, the value 
of the use of the land during the time which the trees are 
allowed to grow. In that way, with my definition, the 
capital will be two times as great in one case as in the 
other. If, on the other hand, we identify capital with 
the advances, it will be the same in the two cases. If 
it is identified with the intermediary products to which 
the expenses of the last productive stage are applied, it 
will again be the same thing. 

There are, however, cases where it may seem that the 
three conceptions of capital which I have carefully dis- 
tinguished happen to coincide, where it seems that, know- 
ing the advances or the intermediary products employed, 
we know ipso facto the capital,—such as I have defined 
it,—and inversely. 

Suppose a manufacturer undertaking a certain produc- 
tion. He advances—I assume, for the sake of simplic- 
ity, that he does it all at once—50,000 francs. At the 
end of six months he obtains the product awaited; and 
at the same time he begins again an operation exactly 
similar to the first. This second operation, after six 
months, would be followed by a third, and so forth. At 
any moment which we select the advances of our manu- 
facturer—I mean those advances which he has not yet 
recovered—amount to 50,000 francs, and the intermediary 
products which he employs, it is evident, amount to the 
same sum. Whatever period, on the other hand, we may 
consider, the capital employed by our manufacturer is 
equal to 50,000 francs multiplied by the period in ques- 
tion. We can then say simply that his advances amount 
to 50,000 francs, or that he is employing in his enter- 
prise 50,000 francs’ worth of intermediary products; and 
we can also say that he is employing a capital of 50,000 
francs without specifying that this capital is employed 
for a determined period. If we know that the advances 
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in circulation of our manufacturer, or the intermediary 
products which he employs, are, at any moment, 50,000 
francs, we shall know that in a given period he employs 
a capital equal to the product of 50,000 francs by the period 
in question, and inversely. 

The remark which I just have made would hold good 
also for all those productions which may be called per- 
petual,—I mean for all those operations which do not 
cease with the obtaining of a certain product, but which 
are continued and renewed; at least, when these oper- 
ations are regular, in the sense that the advances in 
course of use remain constant, and that the period of 
the advances is fixed. And one can also, without de- 
parting far from the truth, apply this remark to the econ- 
omy of society; for in society, taking things as a whole, 
production offers, from the point of view both of the 
amount of the advances in course of use or of the inter- 
mediary products employed, as of the period of waiting 
for the products, that regularity of which I have just 
spoken. 

It is important, however, to see clearly the meaning 
of the preceding remark. And first, it must be under- 
stood, this remark does not apply to a certain sort, or to 
certain sorts, of productive processes which would be— 
at least from the economic point of view—complete pro- 
ductive processes. What I have had in mind here is 
sections from perpetual productions or from complexes 
of production. Now, if one wishes to study the réle of 
capital in production, it must be considered in economi- 
cally complete productive processes. 

But this is not all. In the hypotheses which I have 
indicated we know the amount of capital employed in 
a given period by the amount of advances in course of use, 
or of the intermediary products used at a given moment 
and inversely. We do not know the amount of the capi- 
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tal employed in a given period by the amount of the 
advances made or of the intermediary products used in 
this same period, nor inversely. Let us go back to the 
example above. Our manufacturer in one year used a 
capital equal to 50,000 francs X 1 year. Here is another, 
however, who, advancing for the first time, like the former, 
50,000 francs, does not recover them till the end of a year. 
In a year he, too, will have used a capital which is measured 
by 50,000 francs x 1 year. At any moment he will 
have had, just like the other, 50,000 francs’ worth of 
advances in circulation or of intermediary products. But 
in the year the advances will have been only 50,000 francs, 
whereas the other will have advanced twice 50,000 francs; 
and the same difference will exist as far as the intermediary 
products are concerned. Now, in order to speak of a 
correspondence between the three conceptions of capital 
which I have distinguished, it is absolutely necessary, 
since one of the three notions relates to a certain period 
of time, that the other two relate to this same period, 
and not to one instant. 


Shall we show now that, if other authors have not de- 
fined capital as I have done, they have acknowledged 
sometimes in a more or less implicit manner, and have 
felt more or less obscurely, that this was the definition 
which imposed itself? 

When Ricardo applies himself to demonstrating that 
the value of any good depends, not only on the labor 
which has been expended to produce it, but also on the 
time which elapses before it can be sold,’ does he not 
invite us to conceive capital, in so far as it must be dis- 
tinct from labor. in the manner which I have proposed ? 

Jevons identifies capital with what I have called ad- 
vances. But we have seen that, beside the notion of 


1 Principles, chap. 1, § & 
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‘‘capital,”’ he soon places that of ‘‘investment of capital.’’ 
And it is this second notion which at once, in his theory, 
becomes the more important. He will examine, for ex- 
ample, how the product varies, when, the expenses of 
production remaining the same, and consequently the 
“capital,” the period of waiting varies; that is to say, 
the “investment of capital.” He will tell us that, when 
the productive process is lengthened, the rate of interest 
is determined by the relation between the increase of 
the “investment of capital’ on the one hand, and, on 
the other hand, the surplus of product obtained.’ 

Bohm-Bawerk maintains that the relative quantity of 
capital employed in production is proportional to the 
period of production; and that permits him, when he 
wishes to trace a scheme of the productivity of capital, 
to substitute for the notion of capital—of that capital 
which he has defined as consisting of the intermediary 
products employed by the production—that of the period 
of the productive process. We shall see how he justifies 
this substitution. But it is permissible to suppose that 
he was led to make it partly by an intuition which he 
had of the manner in which capital must be defined in 
the theory of production. 

Marshall understands by ‘“‘capital” all the property, 
except land, which give a revenue? That is quite a classic 
definition. He teaches us that capital is the result of 
labor, combined with abstinence or “‘waiting.’’ But he 
cannot help, after that, introducing the consideration 
of the period of this waiting. He will tell us, for example, 
that, when labor is replaced by capital, in reality it is 
labor accompanied by little waiting which is being re- 
placed by labor accompanied by much waiting.® And 

1 Theory of Political Economy, chap. 7 (General Expression for the Rate of 
Interest). 

? Principles, II., 4, § 5. 
*VI., 1, paragraph 9; VI., 2, paragraph 9 (pp. 523, 540-541). 
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better still. In a certain passage’ Marshall tells us what 
we must understand by those doses of labor and capital of 
which it is always a question in the theories on the dimin- 
ishing returns of agriculture. To estimate these doses, 
it is necessary to add to the cost of the manual labor 
expended the interest on the advances? What does 
that mean, except that capital, in so far as distinct from 
labor, is the very value of the labor considered at the 
same time in its amount and from the point of view of 
the period for which it is advanced? 

We must not be surprised that these authors have not 
defined capital as I have felt bound to do. Nor must we 
be surprised that several of them have shown that they 
felt inclined to arrive at the definition which I have pro- 
posed. They have been prevented from adopting this 
definition by the usage of the several languages, which 
makes capital consist of property or of a value, and not 
of the product of the multiplication of the value by a 
period. But, on the other hand, as Marshall has well 
said, the word “ capital,” scientifically, has its most im- 
portant use “‘in the inquiry how the three agents of pro- 
duction, land, labor, and capital, contribute to producing 
the national income, and how that income is distributed 
among the three agents.”* Now capital, we have seen, 
cannot figure in the theory of production as a really dis- 
tinct agent unless it is defined as I have defined it. In 
the theory of distribution, on the other hand, the concept 
of capital is correlative to that of interest. Now it is 
sufficiently well known that interest is proportionate 
to what I would call capital; that is to say, to advances 
considered both in their amounts and in their period. 


1IV., 3, paragraph 8 (p. 171). 


2 The interest of the.capital employed, says Marshall; but, saying this, he 
is using the word ‘‘capital,’’ in the same sentence, in two different senses. 


3 Principles, II., 4, paragraph 5 (p. 78). 
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2. Capital and the Period of the Productive Process. 


What relation is there between capital and the duration 
of the productive process? I shall be very brief on this 
question, which is already settled, at least implicitly, in 
the preceding pages. 

In a production an absolute increase of capital may be 
accompanied by an abridgment of the productive process. 
Take, for example, a cultivation for which 2,000 francs 
are spent one year before the harvest, 2,000 francs six 
months before the harvest, and 2,000 francs at the time 
of the harvest. Suppose that to these cultivating opera- 
tions a new one were added, which takes place three months 
before the harvest, and which necessitates a supplementary 
expense of 2,000 francs. The quantity of capital will 
be found to be increased by 2,000 francs X 3 months. 
And at the same time the average period of waiting will 
have diminished. It was originally six months since 
2,000 x 12 + 2,000 x 6+ 2,000 x0 

6,000 ——=6. It will now 
be only 54+ months, since 
2,000 X 12 + 2,000 X 6+ 2,000 x 3 + 2,000 x 0 
8,000 = 5.25. 

But, if an absolute increase of the capital may be accom- 
panied by a diminution of the period of the productive 
process, so a relative increase of capital will necessarily 
correspond to a lengthening of the productive process, and 
inversely. Likewise, a relative diminution of the capi- 
tal and an abridgment of the productive process can 
never exist independently. In the case indicated above 
the productive process was abridged, and at the same 
time the relative importance of the capital was diminished, 
since the relation of the capital to the productive expenses 
shifted from 2,000 X12 ++ ake 6 + 2,000 x 0 to 
2,000 X 12 + 2,000 X 6 + 2,000 x 3 + 2,000 x 0 

8,000 











; that is, 





from 6 to 5.25. 
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It must be understood that, when I speak of relative 
capital, I consider capital, as I have already said we should 
do, in its relation with the totality of the other expenses 
of production, and with nothing else. Let us return to 
the same example. If we wish to make capital relative 
to the surface of land cultivated, then the absolute increase 
of the capital would also be a relative increase. 

On the other hand, it will have been noticed that the 
numbers which indicate the relative size of the capital in 
the operations we are considering, are exactly the same 
as those which indicate the period of the productive 
processes. This signifies that the relative size of the capi- 
tal is nothing else than the very period of the productive 
process. And, in fact, if we call a in a production the 
amount of the advances made, and call ¢ the average 
time of waiting for the product, the capital will be equal 

axt 





—d, 


toa X ¢t. And it is immediately evident that 


Then, if we call capitalistic degree of a production the rela- 
tive size of the capital in this production,—and that is what 
the expression ought to signify,—this capitalistic degree 
will depend on the period of the productive process, since 
we have just seen that the relative size of the capital 
depends upon it. 

Under the definitions of capital which depart from that 
which I have adopted, the correspondence is lost between 
the relative size of the capital, or the capitalistic degree 
of production, and the period of the latter. If we identify 
capital with the productive advances, then, whatever be 
the period of the productive process, the relative size of 
the capital will remain the same, or, better, there will be 
no relative size of the capital. If capital is identified with 
the intermediary products, then either it will be as stated 
above or else—supposing we measure the intermediary 
products in a certain way which we have seen—we shall 
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have different results, but results which will not assure 
the correspondence I have spoken of. Suppose a produc- 
tion in which 10,000 francs are expended a year in 
advance, and 10,000 immediately before the obtaining 
of the product. Suppose, on the other hand, another 
production in which 10,000 francs are expended six 
months in advance, and 10,000 immediately before the 
product is obtained. The period of the productive process 
is longer in the first production. And yet, the quantity 
of intermediary products would be the same in the first 
case as in the second, and the quantity of capital, so 
measured, would be the same. 

Bohm-Bawerk, who makes capital consist in the inter- 
mediary products, has himself asserted, however, that a 
production is all the more capitalistic, in other words, that 
the proportion of capital employed in it is all the greater, 
when the waiting for the product, that is, the average 
interval between the expenses of production and the 
obtaining of the product, is longer.* This proposition 
appears evident to Bohm-Bawerk. It is for him “of 
axiomatic clearness.” ? Nevertheless, he takes the trouble 
to justify it.’ A people, he says, has at its disposal, in a 
given space of time, a certain quantity of ‘‘ original pro- 
ductive forces.” * Since capital, then, consists of ‘‘past 
labor” and of productive forces of nature which have 
been, so to speak, stored up, then the longer the average 
duration of the productive processes, the greater the 
quantity of capital which collaborates, in each period, 
with the original productive forces of that period. If 


1 Positive Theorie, p. 94; see also the Positive Theory of Capital and its 
Critics (Quarterly Journal of Economics, vol. x. pp. 121-133) and Einige strittige 
Fragen der Capitalstheorie, i., 2. 

? Einige Fragen, p. 11. 

3 See Positive Theorie, pp. 96, ff.; Einige Fragen, pp. 11-13; see also the article 
in the Quarterly Journal of Economics already quoted. 


‘ Originiire Produktivkrafte: they are Arbeitsleistungen and Bodensleistungen 
(Positive Theorie, pp. 96-97). 
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from a given port there starts, for a certain destination, 
one boat an hour, the length of the voyage will determine 
the number of boats on the way at any moment.’ 

It must be carefully observed how Boéhm-Bawerk 
reasons. He considers a cross-section of a perpetual and 
regular production, and this capital—that is, these inter- 
mediary products—which he measures, is the intermediary 
products employed at a given moment. In this way his 
reasoning is just. We have seen the fact that in a regular 
production the quantity of the intermediary products 
employed at a given moment corresponds to the capital— 
in the sense which I have given that word—employed in 
any period which one may care to consider. If, then, the 
relation of the capital employed in a period to the pro- 
ductive expenses of the same period gives us the average 
duration of the production, the relation of the interme- 
diary products employed at a given moment with the 
productive expenses of a period will also give us that dura- 
tion. But if we leave the special hypothesis which BoOhm- 
Bawerk has assumed, if we cease to measure the inter- 
mediary products at a given moment, his thesis on the 
Telation between the capitalistic degree of production to 
the duration of the production, in the manner in which 
he defines capital, will cease to be just. 

Boéhm-Bawerk, in short, defines capital without letting 
the notion of duration enter into his definition, after which 
he tries to establish a certain relation between the notion 
of capital employed in production and that of the duration 
of production. But this undertaking is vain. The rela- 
tion in question will not be verified—at least in a universal 
manner—unless one has introduced the notion of duration 
into the very definition of capital. 


1 One may find something analogous to what Béhm-Bawerk says—analogous, 
but not identical—in Marx. See Le Capital, liv. ii., chap. 15. 
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3. The Productivity of Capital. 


We come at last, after long preparation, to the question 
which I purposed to treat. This question, it must be 
remembered, is that of the variations which take place, in 
the product obtained for each unit of expense,’ when the 
relative size of the capital varies. It is that, in other 
words, of the manner in which the product varies, when 
the duration of the productive process is lengthened. 

Boéhm-Bawerk is the first who fixed his attention’ on 
this question. Let us see, then, how he solves it. 

In Béhm-Bawerk’s opinion, when in production one 
uses roundabout methods, which do not give immedi- 
ately the product that one wishes to have, one has, if these 
methods are well chosen, more products for each unit 
of expense. And the longer one consents to await the 
product, the more product one will have per unit of ex- 
pense. With the lengthening of the productive process, 
if one chooses the productive methods well, the prod- 
uct per unit of expense will increase indefinitely, altho 
it must increase less and less quickly.‘ If a month of 


1 I leave out of consideration, in the estimate of expenses, that expense which 
is represented by the use of capital as such. 


2 We already find, however, a hint in Jevons. ‘‘Every new machine, or other 
great invention,” writes Jevons (Theory of Political Economy, chap. 7, General 
Expression for the Rate of Interest, Ist ed., p. 238), ‘‘will usually require the 
fixation of capital for a certain average time, and may be capable of paying interest 
upon it; but, when this average time is reached, it fails to afford a return for more: 

| d invest ts.”” This hint of Jevons, which he gives incidentally, does 
not agree, as will be seen, with what Béhm-Bawerk teaches. 

Jevons also writes, in the same passage (pp. 236-237): ‘‘Let the time [the time 
elapsing between the expenditure of labor and the enjoyment of the result) be 
t, and the produce for the same amount of labor ¢, which may be supposed always 
to increase with ¢....” But here Jevons is examining a certain problem, and the 
“‘always,”’ which contradicts the thought of the passage quoted above, seems to 
represent only an editorial error. 





3 Positive Theorie, pp. 18, 86 (I., ii., II. 1); Einige Fragen, p. 3 (i., 1). 


* Positive Theorie, I., i. (pp. 89-93, 97), III., iii. (p. 274); Einige Fragen 
i., 2 (p. 9), 8 (pp. 39-40); cf. the article already quoted in the Quarterly Journal 
of Economics. 
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labor, for example, gives at once 100 units product, with 
productive processes necessitating awaiting of one, two, 
three, four, five, six, seven years, we shall have respec- 
tively 200, 280, 350, 400, 440, 475, 500 units.’ If it were 
decided to adopt productive processes of a duration of 
eighteen centuries, we should obtain products ‘‘high as 
mountains.’’ ? 

This view of B6hm-Bawerk’s has been criticised. But 
more than once it has been criticised without being well 
understood.? I intend to mention here only the observa- 
tions of those authors who have grasped BOhm-Bawerk’s 
thought. 

Bortkiewicz declares that for reasons of a physical order 
the lengthening of the productive process must have a 
limit. He seems, however, to hesitate about the point 
whether the series 100, 200, 280, 350, 400, 440, 470, 500, 
should be followed by zeros, or if it should be continued 
by repeating the number 500.‘ 

Bleicher affirms that, lengthening the productive proc- 
ess, the product will not increase indefinitely, that there 
is a point where this product obtains its maximum, and 
after which it will diminish.£ And such is also the opin- 
ion of Fisher. The latter begins by declaring that there 
is no objection to be made to the proposition of Bohm- 
Bawerk that the product increases with the duration of 
the production.* But he shows us soon afterward that 
he does not admit here an indefinite increase of the prod- 


1 Positive Theorie, p. 276. 
2 Bergehoch. Ibid., 277. 
3 See Einige Fragen, i., passim. 


‘Der Cardinalfehler der Béhm-Bawerkschen Zinstheorie, in the Jahrbuch ™ 
fiir Gesetzgebung, Verwaltung und Volkswirtschaft, 1906 (see pp. 953-956). 


5 Gegenwart und Zukunft in der Wirtschaft, in the Jahrbiicher fiir National- 
Skonomie und Statistik, vol. 54 (1890), p. 347. 


6 The rate of interest, IV., paragraph 3 (p. 58). 
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ucts. He tells us that a time will come when the product 
will diminish.* 

Let us see now what reasons Bohm-Bawerk gives us 
to justify his thesis, what arguments he uses. 

Boéhm-Bawerk represents somewhere’ that each new 
detour that is decided upon in a production implies re- 
course to a supplementary ‘‘auxiliary force,” which would 
increase the productivity of the labor. The more de- 
tours we make, then the more product we shall obtain. 
But there is nothing convincing in this. Béhm-Bawerk 
~ has warned us himself* that the duration of the produc- 
tive process does not depend upon the number of detours 
of production. And, even if the number of detours and 
the duration of the productive process should correspond, 
one cannot see why the product should necessarily and 
indefinitely increase, relatively to the productive expenses, 
with the multiplication of the auxiliary forces employed.‘ 

Again, Bohm-Bawerk represents that, if in society the 
quantity of capital which each laborer employs could 
be increased, the production per laborer would be aug- 
mented.* But it is not a question of knowing whether, 
employing more past labor, the present laborer will pro- 
duce more. It is a question of knowing whether, the 
present laborer employing more past labor, the product 
will increase relatively to the unit of labor expended; 
that is to say, of labor both past and present. Better still, 
it is a question of knowing whether the product will in- 


\Ibid., pp. 66-67, 68-69. I may be permitted to quote myself, after the 
authors above mentioned, and to refer to my Intérét du capital, paragraphs 98, 
136-137, and to my M 1 d’é ique, paragraph 92. In these works, how- 
ever, I had not got to the point of making a finished study of the question which 
occupies us here. 





? Einige Fragen, pp. 10-11 (i., 2). * Positive Theorie, p. 96. 
‘In truth, the passage from Béhm-Bawerk which I have just quoted tends 
less to demonstrate the thesis which is occupying us than to render it probable. 


5 Einige Fragen, p. 11. In the article, The Positive Theory of Capital and its 
Critics, BShm-Bawerk considers no longer social production, but a special branch 
of production. 
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crease, in the relative manner which I have just indicated, 
indefinitely. And thus the argument of Béhm-Bawerk 
loses its force. 

What is left, then, to support Bohm-Bawerk’s thesis? 
A certain number of examples with which he illustrates 
it.. There is the example of the man who needs water 
from a spring distant from his home, and who, instead 
of going to drink at the spring each time he is thirsty, 
makes himself a bucket, then arranges a pipe system; 
there is the example of the man who, after having fished 
with a line, manufactures a net and constructs a boat; 
that of the man who wants to lay in a stock of wood, 
and who, instead of breaking branches with his hands, 
decides first to manufacture an axe, etc. These few ex- 
amples, according to Béhm-Bawerk, suffice to establish 
the universality of the thesis which he sustains. They 
are typical examples,? each of which represents an indefi- 
nite quantity of similar or analogous cases, and thus any 
one who will consider them attentively is to be persuaded 
of the truth of Bohm-Bawerk’s thesis. Take an article 
the production of which is already highly capitalistic, 
and can be decomposed into a large number of stages. 
There will not be one of these stages in which the capital- 
istic character of the production cannot be accentuated 
in a technically advantageous manner by the introduction 
of some new machine, by the introduction of more elab- 
orate and more durable instruments, etc.' 

So reasons B6hm-Bawerk. For my part,I do not see 
that these examples which he gives us, or suggests to us, 
prove the universality of his thesis. The universal propo- 
sition which might be proved by typical examples is 
the following: with greater advances, I can increase in- 


1 These examples, scattered through the Positive Theorie, have been collected 
by Béhm-Bawerk in Einige Fragen, p. 9 (i., 2). 


2 Einige Fragen, p. 10. 3 Ibid., pp. 39-40 (i., 8). 
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definitely the absolute quantity of the product; but this 
proposition is quite different from that of Bdhm-Bawerk. 
Boéhm-Bawerk’s proposition is that, with a greater rela- 
tive quantity of capital, one can always obtain a greater 
number of products for each unit of expense. Let us 
consider a complete productive process. By replacing 
in one of the stages of this process manual labor by a 
machine, by replacing certain machines by more elabo- 
rate and durable machines, and this in such a way that 
our productive process employs more capital, I shall always 
be able to have more products. But shall I always be 
able to have more products by increasing the relative 
size of the capital; in other words, by lengthening the 
duration of the productive process? Nothing so far 
assures me of it. And, even if it were so, it would still 
be necessary to prove that, being able to increase the 
absolute quantity of the product by the lengthening of 
the productive process, I can at the same time increase 
the product obtained per unit of expense. 
In short, what it is a question of proving is that, if 


z land and labor with y capital gives P product, 
then 

z land and labor with ay capital gives P’ product, 
or more than p. 
Now Béhm-Bawerk’s examples show us that, if 

z land and labor with y capital gives P product, 
then 

a’z land and labor with ay capital gives P’ product, 
a’ in this formula being possibly greater than P’, and 
P 


greater also than a. 
Béhm-Bawerk has failed to prove his thesis. What 
are we to think of it? We must consider it false. Ac- 
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cording to B6hm-Bawerk, the same quantity of expense, 
if the productive process is lengthened, will give indefi- 
nitely increasing products, but products which in 
truth would increase less and less quickly. In reality, 
the product per unit of expense will increase at first, to de- 
crease afterward. According to Béhm-Bawerk, 100 units 
of expense, according as one adopts productive processes 
of a duration of 1, 2, 3, 4, 5, 6, 7 units of time, will give 
200, 280, 350, 400, 440, 475, 500 units of product. In 
reality, they will give a series something like 200, 280, 350, 
240, 160, 80, 40 units of product. All the examples 
furnished by reality, it seems to me, prove that this is 
the case. 

Here is a forest being planted. Supposing that you 
wait, to cut the trees, a longer or shorter period of time. 
The quantity of wood we shall have will keep increasing 
at first, and remain stationary afterward. Thus, if there 
were no other expenses than that of planting and that of 
cutting, we should have for the return of these expenses 
a curve which would rise at first, with the lengthening 
of the waiting, and would then change to a horizontal. 
If we take into consideration that expense which is rep- 
resented by the value of the use of the land during the time 
which the wood is allowed to grow, our curve will then 
have, after an ascending branch, a descending branch. 

I intend to cultivate a piece of land. I am going to 
increase my expenses of cultivation indefinitely and in 
such a way that the duration of the waiting always in- 
creases. Will the product per unit of expense increase 
indefinitely? Not at all. A time will come even when 
the supplementary expenses which I shall undertake will 
no longer increase the product by a quantity equal to 
their amount. I have a manufacturing enterprise. I 
increase the capitalistic character of it by introducing 
new machines, by replacing the buildings and machines 
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in use by solider and better constructed buildings and 
machines. If I continue in this course, I shall arrive after 
a certain time at expenses the value of which will not 
be recovered in the product. 
In short, if we grant that 

z land and labor with y capital gives p product, 
then, increasing the relative quantity of the capital, it 
may happen that 

z land and labor with ay capital will give p’ prod- 
uct, or more than p. 
But for a certain relative size of y it will happen that 

z land and labor with ay capital will give p” prod- 
uct, or less than p. 


From what I have established regarding the productivity 
of capital, there is more than one consequence to be 
drawn. One might draw from it, for example, an argu- 
ment against the réle which BOhm-Bawerk attributes to the 
productivity of capital in the formation of interest, if 
the views of Boéhm-Bawerk on this question did not 
already in other ways invite criticisms which, to my 
mind, are decisive.’ And here is another consequence. 
If the accentuation of the capitalistic character of pro- 
duction is bound to have the effect, beginning at a certain 
point, of diminishing the product obtained per unit of 
advances, then we shall doubtless have to conceive the 
increase of the relative quantity of capital as bound to 
tend towards lowering the rate of interest sooner than it 
would if the scheme of the productivity of capital which 
Béhm-Bawerk gives us were exact. 


ADOLPHE LANDRY. 
Par, Ecouz pes Hautes Ervupes. 


3 See my Intérét du capital, paragraphs 96-104. 




















PROPORTIONS OF FACTORS—ADVANTAGE AND 
SIZE. 


SUMMARY, 


Diminishing Return, in social and static sense, points to bad pro- 
portions of labor to equipment, 594; in the social-dynamic sense, 
to changes in this proportion, 595.—Malthus’ emphasis, 596.—The 
competitive-static law, 596; still a law of proportions, (a) in the 
technological sense, (b) in the value sense; the latter the important 
aspect, 598; relations of substitution and of complementarity for com- 
petitive purposes, 599.—Is the threefold classification of factors perti- 
nent? 600.—Does the law apply only where land is used? 602.—Is 
the main reference to prices and to changes in prices? 603.—The ap- 
plications to Distribution, 604; applications in general, 606.—Increas- 
ing Return restated as Law of Advantage (or Disadvantage) and Size, 
610.—Not antithetical to the Law of Proportions, 612.—Readily mis- 
taken for one aspect of Law of Proportions, 615.—Not dependent upon 
question of proportions, 616.—The applications, 617. 


Is it possible to distinguish between the Law of Dimin- 
ishing Return and the Law of Increasing Return? Do 
these laws formulate separate aspects of phenomena 
or apply to separate fields of subject-matter? Has the 
one, for example, to do only with agriculture, while the 
other applies exclusively to manufacture? Or is one 
merely the obverse of the other, as laws expressing re- 
spectively the outcome of the skilful or of the unskilful 
adjustment to any given set of conditions? And are 
there, in the sense of the ordinary formulations and in- 
terpretations, any such laws? Or have we rather to do 
with two other laws,—the first, the Law of Proportion 
of Factors, as over against the second, the Law of Ad- 
vantage and Size? To the solution of these questions 
and of several associated questions some contribution will 
be attempted in this paper. 
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In its most general statement the Law of Proportion 
of Factors formulates the disadvantage accruing from 
any defect in the relative proportions of the factors of 
production. It is a law of disadvantage from bad com- 
bination. 

It is a most difficult matter—as the history of doctrine 
fully illustrates—to preserve the distinction between 
the social and the competitive aspects of this Law of Pro- 
portions, and at the same time to preserve the distinc- 
tion between the static and the dynamic aspects of the 
same law. 


The Social-static Formulation. 


It is evident that society may be badly circumstanced 
by virtue either of a scant aggregate equipment of pro- 
ductive instruments, relatively to the number of laborers, 
or of an equipment relatively scant in particular direc- 
tions. And it is equally clear that the situation may be 
a fortunate one—for such members of society as there 
are—by the fact that the membership is a small one 
relatively to the supplies of land and other instrumental 
goods. If the per capita equipment in lands or appli- 
ances is generous, the society, taken as an aggregate is 
so far fortunate,—the average level of comfort is a higher 
level. 

The transition from the static to the dynamic aspect 
is easily made,—is indeed almost inevitable. What- 
ever is dynamic leads merely to a new application of static 
doctrine. That is to say, in order to appraise the sig- 
nificance of the dynamic, there is always necessary an- 
other appeal to the static: only so is appraisal possible 
of the significance of the change. The dynamic aspects 
of any problem refer merely to the forces at work to make 
the situation a new and different situation. But in 
each new situation there is nothing new but the situa- 
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tion: the static doctrine is still valid; the problem in 
its setting of new terms remains in principle and in method 
of analysis the same problem. 


The Social-dynamic Formulation. 


Society 1s advantaged by every change making for a more 
generous aggregate equipment of productive instruments 
relatively to the number of laborers or making for an 
equipment relatively more generous in any particular 
direction. The social significance of this Law of Pro- 
portions is, therefore, mainly to be sought in the field of 
history or of prophecy. What bearing on the aggregate 
social welfare have changes in the relative supplies of 
productive factors? 

To illustrate: The Black Death in England may be 
taken to have swept away one-half of the population 
of England, leaving, however, unimpaired the supply 
of land and of other productive equipment. It thereby 
became possible for the remaining population to enjoy 
the advantages of a better per capita equipment of land 
and appliances. Conditions were favorable to the re- 
sultfulness of human effort. Doubtless there were also 
changes in the terms of the distribution of this product 
among the different co-operating factors; but with the 
purely distributive and competitive and individual as- 
pects of the case this social formulation of the Law of 
Proportions is not concerned. 

And so, again, were the present population of the world 
to be doubled, all other things remaining the same, the 
per capita product of industry must suffer. 

Likewise, also, if a population remaining unchanged 
in point of numbers were to acquire a double per capita 
labor effectiveness, whether by improved technique or 
by development in strength, or in intelligence, or in in- 
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tensity of effort, the social product would not thereby 
be doubled unless, together with this, there should take 
place a proportionate change in the supply of land and 
of other equipment. And all this means merely that 
if some, but not all, of the productive factors are doubled, 
the product will not fully double. 

It is clear that this social-dynamic aspect of the law 
in question was that phase with which alone Malthus 
was logically concerned in his formulation of the social 
menace of population tendencies. For the purposes of 
Malthus’ argument nothing need have been deduced as 
to the bearing of expanding population upon land rents. 
Nothing was necessarily inferred as to the trend of wages 
relatively to the other distributive shares, neither private 
ownership in land nor private ownership in any of the 
productive equipment necessarily assumed. The formu- 
lation was equally valid for the collectivist or for the 
competitive society. The investigation bore solely upon 
the ratio of product to the per capita of population,— 
on the rewards of industry as over against the pain-costs 
or the time-costs. The product was regarded in the 
weight-and-tale aspect, or, at most, as reduced to some 
sort of utility denominator for average or social pur- 
poses. No suggestion of the competitive or of the 
market-value calculus was pertinent to the problem. 


The Competitive Formulation. 


But in a society competitively organized the private 
and competitive value aspects of the Law of Proportions 
press insistently for hearing. In its most general and 
inclusive statement the competitive law runs in sub- 
stantial parallel with the general social law: Disadvan- 
tage accrues to the individual jrom any excess or defect in 
the relative proportions of his factors of production. This 
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is the competitive and individual aspect of the law of 
the bad combination of factors. 

First, however, the static aspect. The explanations 
for this badness of combination may be various. In 
one way or another the entrepreneur has unskilfully 
gone about his undertaking,—has attempted to get on 
with too much or too little land,—has over-supplied or 
under-supplied himself with machinery or with seed 
or with fertilizers,—has hired too few or too many laborers 
or laborers of the wrong sorts or grades,—or has not cor- 
rectly proportioned the different grades to one another. 

But, even so, this static formulation has two important 
aspects,—aspects only with great difficulty distinguished, — 
aspects which, in fact, have never, in the history of the 
science, been consistently distinguished, but which none , 
the less make imperative demand for careful and con-/ 
sistent distinction: (1) The law may refer to purely 
technological considerations,—to the fact, eg., that in 
market gardening or in grain production there must be 
seed to go with the land, or that labor must stand in some 
sort of proportion to machinery, no matter how high the 
wage or how cheap the machinery; (2) but, for ordinary 
competitive purposes, it is evident that a wise combina- 
tion of factors must depend mainly upon the relative” 
hires or costs at which these factors are to be had. This 
follows from the fact that all competitive entrepreneur 
computations, both of cost and of product, run in terms _ 
of value outlay as over against value product. No one 
combination of factors, therefore, can be asserted to 
be the best for purposes of the entrepreneur, and to be 
diverged from only with disadvantage, unless upon the 
assumption of an established relation of prices among 
the various factors employed. With each change in — 
relative prices a new combination comes to be the best 
combination. It is, in fact, only by this dependence 
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of the amount of the employed factor upon the value of 
that factor that the constant redistributions and substitu- 
tions of factors become possible. If wages are high, the 
pressure is strong toward the introduction of machinery. 
In countries of low wages, machinery is little called for. 
If land commands high rent, it pays to increase the pro- 
portions of labor or of fertilizers or of implements. 

But it is none the less true that there is all the while 
in the background a technological basis for this Law of 
Proportions. Substitutions and redistributions of factors 
are, no doubt, constantly taking place with every change 
in the relative prices of factors. But were these sub- 
stitutions possible of indefinite extension, if machinery 
costs could be fully and entirely substituted for labor 
costs, if additional labor could avail fully to atone for 

the shortage of land, if machines did not require attend- 
| ance and if horses did not need drivers, there could 
never set in any relative shortage of factors, and no 
disadvantage could ever attach to any possible propor- 
tionment of the different productive factors. Were it, 
for example, always and without disadvantage possible 
to increase the labor investment upon any given piece 
of land, no land shortage could ever manifest itself, and 
rent must disappear. If outlays for more machinery 
or for more expensive machinery could go on indefinitely 
without the call for more labor, together with the ma- 
chinery,—if, that is to say, machine expenses could fully 
and everywhere take the place of labor expenses,—de- 
veloping invention would finally deprive labor of all 
employment. 

Value, that is to say, exists only as dependent upon 
some degree of scarcity. If, in agriculture, increased 
expenditures for non-land factors of production were 
not attended with constantly falling compensations 
both in volume and in value, no land scarcity could 
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exist and no land value result. So, if labor expense 
could be indefinitely applied to one mowing-machine 
or to one horse-rake, without disadvantage in the ratio 
of results to expense, mowing-machines or horse-rakes 
would mostly fail of a market. If one pound of phos- 
phate would suffice to fertilize a continent, phosphate 
would be safe from ever becoming dear in price. Thus 
by this very fact that substitution is not indefinitely 
possible, it comes about that too little or too much of 
any productive factor gives bad results. And this is 
true in the value aspect precisely because it is true in 
the purely weight-and-tale and technological aspect. 
Precisely because entrepreneurs are different, is there 
never, at one and the same level of factor costs, any one 
best combination of factors for all entrepreneurs. This 
is constantly illustrated and attested in actual farming. 
One farmer rents more land or better land, and thus, 
through the larger rent outlay, excuses himself from what 
would be for him less advantageous outlays for machinery 
or fertilizers or labor. Another farmer finds it to his 
advantage to restrict himself in rent outlays and to ex- 
tend his investment in the direction of machinery or 
fertilizers or labor. 

But, let it be repeated, that the principle of substitu- 
tion holds at each entrepreneur margin does not prove 
that the principle of substitution is indefinitely appli- 
cable at no matter how distant removes from the margin 
of substitution; for otherwise there would be nowhere 
any disadvantage from an increase of expense upon a 
fixed supply of land, or any loss from twenty laborers 
working at one loom, or, for that matter, any reason 
why indefinite wagons should not dispense with the 
need of horses and drivers. 

It is, however, clear, that in the main the techno- 
logical relation between the different production goods 
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is one of complementarity and interdependence rather 
than of the infinite possibility of substitution. More 
men with more machines may call for more land rather 
than for less or for the old land at a higher rate of rental. 
Machinery does not displace men indefinitely, but, under 
stable conditions of technique, calls instead for men to 
fashion or to tend. Wagons furnish a demand for drivers, 
ships for sailors, horses for drivers, drivers for wagons, 
and so on without limit. 

But it is now necessary to note that in all this there 
is no warrant for the threefold or fourfold division of 
productive factors, since it is equally clear that brick- 
layers furnish a demand for hod-carriers, carpenters 
for masons, wagons for horses, sailors for cooks, engines 
for cars, cars and engines for coal, rails for ties, meadow 
land for pasture, and both for timber land, and so on 
indefinitely. So an increase in artisan skill may inten- 
sify the demand for some machinery the while that it dis- 
places other. So, also, enlarged supplies of some grades 
of labor furnish a demand for other grades of labor; e.g., 
carpenters for architects and masons, spinners for weavers. 
Again, some machinery creates a demand, not for land 
as complementary good, and not, in any appreciable 
degree, for labor, but for other machinery. In the his- 
tory of English industry the spinning jenny placed an 
immense premium upon the invention of the power 
loom, and both called shrilly not for more men, but for 
the introduction of power machinery. New coal lands 
would injure the wood lots and benefit the iron mines. 
New fisheries would probably lower the income from 
pasture land, and perhaps intensify the demand for cereal 
lands. 

The truth is that all of these relations—on the one 
hand, of complementarity, on the other, of substitution — 
depend upon the particular situation in point of tech- 
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nique, and have not even the remotest relation to the 
land-capital-labor classification. It is possible enough — 
it is indeed characteristic of modern life—that modi- 
fications in technique (that is to say, in the human 
factor of production) greatly reduce the pressure upon 
land. This is especially noticeable in the effect of farm 
machinery toward the lowering of agricultural rents 
taken in the aggregate. Improvements in transpor- 
tation work in the same direction, and at the same time 
do ancther thing: they create accessibility. Thus, prac- 
tically speaking, they create land. 

But all this in no wise avails to impeach the Law of 
the Proportion of Factors, but applies rather to support 
and to emphasize it, at the same time vastly extend- 
ing its scope. 

But why does the point always arrive at which nothing 
serves as a substitute for more land,—a point, that is, 
at which more and more intensive cultivation gives 
more and more meagre returns? And, for that matter, 
to what quality or characteristic of machinery is it due 
that only so many men can work with one unit of capital 
goods? The answer must be shortly given and be left 
to approve itself. The one attribute of land which finally 
discourages all attempts at substitution, and assures 
to land its ultimate relation of complementarity, appears 
to be the spatial attribute,—the impossibility of com- 
pressing agricultural or building or climatic or scenic 
aspects of land utility into ever smaller compass and 
without limit of disadvantage. 

With machinery as related to labor, the spatial fact 
seems to be sometimes important; but the complemen- 
tarity more commonly traces to the recurrent necessity 
in all machine processes for volition and direction. 


In the interests both of safety and of accuracy great 
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care must be taken that all competitive formulations 
of the Law of Proportions run consistently in value terms. 
For competitive purposes the following formulations 
are evidently wide of the point. “In agriculture... by 
increasing the labor the produce is not increased in equal 
degree” ;* or “The application of increased capital and 
labor to land will add a less than proportionate amount 
to the produce raised’’;? or “ Additional investments of 
labor and capital . . . yield a proportionate increase in 
product”’;* or “In the extractive industries the con- 
tinual investment of labor and capital on any given 
tract of land will... yield a diminishing proportionate 
return ’’;‘ or “After a certain point has been passed in 
the cultivation of an acre of land .. . increased applica- 
tions of labor and capital yield less than proportionate 
returns in product’’;® or “Whenever double the amount 
of exertion yields more than double the amount of product, 
we are in the presence of the Law of Increasing Returns 
or Decreasing Costs. When double the exertion just 
doubles the output, we have the Law of Constant Re- 
turns or Constant Cost”’;* or “In the case of agricultural 
land . . . additional doses of capital and labor will yield 
a relatively smaller produce.” ” 

Land costs, labor costs, material costs, wage costs, and 


‘ opportunity costs, all require the rendering over into 


the denominator of price or of entrepreneur capital, and 


| must be set over against a total of value product before 





the so-called Law of Diminishing Return or any other 
law of return can come to be relevant to the entrepreneur 
computation. Land as superficies, plus labor and cap- 


1 Mill, Principles of Political Economy, Book I., chap. xii., sect. 2. 

2 Marshall, Principles of Economics, 4th edition, p. 230. 

3 Bullock, Quarterly Journal of Economics, xvi., p. 475. 

4 Tbid., p. 480. 5 Seager, Introduction to Economics, p. 114. 
® Seligman, Principles of Economics, p. 250. 7 Ibid., p. 306. 














PROPORTIONS OF FACTORS 603 


ital somehow aggregated, cannot be compared with 
weight-and-tale product, and still less with value product. 

Nor can any formulation be strictly to the purpose 
of the entrepreneur analysis, when the costs.are duly 
aggregated into value and price totals, but are set over 
against mere quantity of product. Quantity of product 
appeals to the entrepreneur only as it may directly trans- 
late into value of product. And this truly it may often 
do, but only on condition that the product of the enter- 
prise is a relatively small one and the competitors many. 
But in any case the competitive law must be made ex- 
clusively a value law, either in terms or by interpreta- 
tion. 


But what now is the significance of the Law of Propor- 
tions taken in the competitive and in the purely static 
sense? Does the law in any sense throw light on the 
determination of prices? No social law of return—whether 
static or dynamic—is relevant to the price adjustment. 
Nor, so far as we have yet gone with the competitive- 
static analysis, have we at all advanced ourselves for 
any purposes of the price problem. To assert that the 
less shrewd the entrepreneur in fixing the relative pro- 
portions of factors, the smaller will be his value product, 
does indeed vaguely hint of the profits accruing to him 
relatively to his competitors,—says in substance that 
here as elsewhere the unskilful man gets the worst of 
things, but makes no deliverance as to prices, True 
it is that, if entrepreneurs should become more capable 
in any industry, prices might thereby be affected, but 
this is to smuggle dynamic facts into a purely static prob- 
lem. 

Nor has any basis been so far offered for distributive 
inferences, unless perhaps with this single reference to 
profits. We have only a greater or smaller total of value 
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product relatively to the total of value costs, accordingly 
as the productive factors have been well or ill combined. 
But in this there is nothing to indicate whether wages 
will rise or fall, whether absolutely or relatively to rent 
or interest,—nothing to show that rent will gain or lose 
in the total or in relation to any other distributive share. 
We have in fact arrived at nothing better than an entirely 
obvious conclusion as to the profits of entrepreneurs 
relatively to one another. 


But, so far as the Competitive-static Law is valid and 
serviceable,—and for whatever purposes it is valid and 
serviceable,—it is obviously a law equally applicable 
to all the co-operating productive factors. It is not in 
any especial degree a law of agricultural production; nor 
is it a law valid only by virtue of the presence and the use 
of land and in the degree solely of this presence and use. 

Where, then, shall warrant be found for the doctrine— 
purely as a static formulation—that, if land is relatively 
scarce, land rent must be high relatively to other costs? 
Or that, if laborers become scarce, their wages are likely 
to rise? Or that a scarce loan fund means high interest 
rates, other things remaining the same? Or that machine 
rents are commonly high if the particular kind of machine 
is difficult—costly—to obtain? 

Doubtless all these propositions are valid; but for 
these particular and specific laws neither formulation 
nor justification has yet been given. And more than 
this,—the distributive analysis necessary to justify any 
one of these formulations is an analysis both difficult 
and delicate. All this, however, will become clearer in 
our examination of the Law of Proportions in its fourth 
and last aspect, the competitive-dynamic. 
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The Competitive-dynamic Formulation. 


Here, again, the step from the static to the dynamic 
is so ready of making as to be almost inevitable. What- 
ever is true for the analysis of the static situation before 
the dynamic influences have come to apply will in doc- 
trine and method hold for the analysis of the situation 
in its new setting. For a full treatment of the dynamic 
aspects of our problem we should therefore have to 
inquire: (1) as to the influences resulting in changes in 
the relative supplies of particular factors, or in the rela- 
tive demands for products, or in the technological rela- 
tions between the various productive factors; (2) as to the 
bearing of these changes (a) upon the total of the en- 
trepreneur’s value product relative to his value costs; (0) 
upon the relative changes in his outlays for the various cost 
factors,—that is to say, upon the terms of the distribution 
of his value product. For costs to the entrepreneur are 
distributive shares to the recipients. 

(1) Nothing worth while can be offered here in explana- 
tion of the various aspects of change in the human factors 
in the economic situation, either (a) on the demand side, 
in numbers, in needs, and in desires, absolutely and 
relatively; or (b) in the aspect of productive agent,—in 
health, strength, endurance, industry, moral qualities, 
or in social and economic institutions; or (c) as bearing 
on productive equipment,—in abstemiousness, in the 
expansion of credit relations, in the extension of trans- 
portation activities, and, in general, in the progressive 
development of the science and technique of industry. 
Nor can more or better be done in rendering account 
of the changes in supplies of industrial equipment,—the 
subjugation of new fields, the opening up of new con- 
tinents. 

Nothing, indeed, is here both practicable of doing and 
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worth while doing further than shortly to note the bear- 
ing of relative increases in the supplies of productive 
factors upon the values of the products especially due 
to them, and upon the relative distributive shares imputed 
to them out of the jointly produced values. 


It was surely never a great or an important discovery 
with regard to prices that, if they change at all, they 
must either go up or go down. Equally safe, and of 
equal significance, was the corresponding deliverance 
with regard to costs: they will remain constant or they 
will rise or they will fall. There is, indeed, a question 
whether a scientific law can properly be anything other 
than a grouping of phenomena with relation to one spe- 
cific causal influence,—some question, that is to say, 
whether a formulation asserting merely the outcome 
and resultant of the composition of several different 
co-operating influences. is, in any proper sense of the 
word, a law at all. But, unless as coming under this 
objection, there can surely be no harm, and no service, 
in indicating by the Law of Constant Return the sheer 
fact that prices will turn out not to change, or in dig- 
nifying by the name Diminishing Return a trend toward 
rise in price, or in understanding by Increasing Return 
a probable or certain fall of price. 

But the competitive-dynamic law of proportions may 
reasonably be expected to bear more desirable fruit than 
this. Taking it as granted that changes in the relative 
supplies of productive factors are to occur, an inquiry, 
or a series of inquiries, may certainly be projected as to 
the resultant trend of prices. And there is no doubt 
also that, as matter of detail and of process in a com- 
petitive-entrepreneur economy, this trend of things 
would perforce express itself as a change in relative costs. 
But the entrepreneur costs are themselves results of the 
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changing aggregate situation, and only as intermediate 
terms in a longer causal sequence to be regarded as causes 
of any sort. The ultimate determinant of the high price 
of any product is to be found in the scarcity of the pro- 
ductive factors upon which the forthcoming of the prod- 
uct is conditioned. Accurately, for present purposes it 
may be said that the causal sequence runs from scarcity 
of factors to scarcity of product, thence to the high value 
of the product, thence to the high pay of the factors, 
and thence to the high value of the factors. 


No detailed discussion or analysis of the distributive 
process is practicable here. Enough has perhaps been 
said to indicate that all such laws of return as report the 
absolute or relative share of any value product imputed 
to any item or class of productive factors are rather 
laws summarizing the distributive outcome than indicat- 
ing or reporting the play of causal forces and the direc- 
tion of the causal sequence. They are not so much laws 
illuminating other problems as deriving illumination 
from other solutions. At best they merely furnish the 
cost-underpinning for the shaky entrepreneur-cost ex- 
planation of market value. But, even from the entre- 
preneur point of view, the values of the costs look as 
much like results of value as like causes of value. 

One caution, however, is here called for. It has long 
been the vicious habit of economists to proceed directly 
from changes in the supply of productive factors to the 
changing values of these factors,—to assume, that is, 
that the analysis, valid for the price determination of 
consumable goods, may be safely applied to production 
goods. But again be it said that the causal sequence 
runs not directly from the supply of instruments, but 
first to the supply of products, then to the value of prod- 
ucts, and, only as the last step, to the value of instruments. 
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The law of the falling price of a consumable good with 
an increasing supply of that good holds in its usual formu- 
lation only because the demand schedule with any one 


\ line of consumption goods may be taken as a fixed fact. 


-_—_— 


New supplies can be marketed only on terms of such prices 
as shall tap lower levels of price-paying disposition. If, 
however, the increase is one of a productive agent, there 
results a new and larger volume of value product, and a 
rearrangement of the conditions of demand. The new 
level of remuneration is to be worked out only as the 
outcome of a new problem of distribution. There is 
assumed a new volume of value product to be imputed 
to a new and a rearranged and readjusted set of pro- 
ductive agents. So, then, with population increasing 
relatively to the other factors, there may be expected 
a fall in the level of wages, but this only by virtue of two 


| influences: (1) a less than proportional increase in the 


product to be distributed; (2) less favorable terms of 
distribution for labor relatively to the other agents con- 
cerned in the technological process. 


It is evident, then, that the corollaries of this Law of 
Proportions, taken in the dynamic and competitive sense, 
are many and important. The applications are far 
wider, far more difficult, and far more significant than a 
mere analysis of the bearing of all the different possible 
changes in the supplies of productive factors (population 
changes among all the rest), upon prices in general, upon 
prices of agricultural products in the aggregate, and upon 
prices of specific agricultural products. For there are 
also the various distributive problems. Taking for 
granted an aggregate social product, greater or smaller, 
and taken, as already solved, the problem of the values 
of these products, there remain to be analyzed the terms 
and proportions under which these various value prod- 
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ucts are to be distributed among the co-operating factors, 
each share being regarded not merely in the aspect of an 
absolute compensation, but also as a compensation rela- 
tive to the other compensations. 

For example, what must be the effect, both absolutely 
and relatively, of changes in population upon land rents, 
machinery rents, wages, profits, and discount rates? 
What effect from changes in per-capita technological 
efficiency? From changes in the supplies of skilled labor 
of different sorts? Of unskilled labor? From expanding 
credit and increasing loan fund? From changes in the 
supplies of machines and appliances, both in volume and 
in kind? From changes by the opening up of new lands? 
From mproving transportation between the old lands? 

And it may be noted also that, as bearing to explain 
the changes in the prices of consumption goods, this 
Law of Proportions is fundamental to the study of the 
incidence of commodity taxes upon consumers,—the 
process of forward shifting; while, as explaining the 
modifications in rent, profits, wages, and time discount, 
as distributive shares out of a jointly produced product, 
this law is fundamental to an understanding of the process 
of backward shifting. a 

To resume, then: This Law of the Proportions of 
Factors, in no matter which one of its varying formula- 
tions and applications, derives its validity from the purely 
mechanical and technological—and changing—limitations 
upon the substitution of factors one for another. But’ 
the combinations and factors with which it has to do are 
legion. It breaks up into sub-laws: (1) of social tenor, 
both static and dynamic; (2) of competitive tenor, both 
static and dynamic. These laws of the competitive sort 
have a wide range of subordinate formulations and appli- 
cations,—among others, bearings upon the values of con- 
sumable goods of every sort, upon the distributive shares 
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of co-operating productive factors, indefinite both in va- 
riety and in technological combination, upon discount 
rates, upon the distribution of tax burdens, and upon 
the capitalized values of such productive factors as are 
subject to the capitalizing process. 


The Law of Advantage and Size. 


For some purposes the use of the terms Diminishing 
and Increasing Returns is extremely unfortunate, not 
merely because each of the terms has come to be used 
in a perplexing variety of meanings, but, more seriously 
still, because of the misleading antithesis implied. 

For, evidently, if disadvantage goes with the unskilful 
combination of cost factors, it must also be true that 
advantage goes with the skilful combination. If in 
one case loss occurs through adding a factor already in 
sufficient supply, it must be equally the case that ad- 
vantage accrues through increasing the supply of a factor 
not yet adequately present. If a falling rate of compensa- 
tion goes with the making of certain increases, it is 
thereby implied that more of something else is needed 
to arrive at the best proportions between factors. And, 
if the bad management manifested in the bad propor- 
tioning of factors is indicated under the Law of Dimin- 
ishing Returns, should not the Law of Increasing Returns 
connote the good results that go with the wise adjustment 
of factors? But this would be to give two names to 
what in point of causation is only one law,—the signifi- 
cance of the bad proportion of factors. 

And more than this: if it be true that, while disad- 
vantage is resulting to a given business through a bad 
proportioning of factors, an equal or a greater advantage 
may be at the same time reaped from the mere fact of 
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the mere size of the business unit,—if, that is to say, the 
proportions of the factors may have one causal bearing, 
and an increase or a decrease in the size of the unit may 
have another bearing altogether, irrespective of the ques- 
tion of proportions, there is evidently another difficulty 
presented. What shall we call this law—or these laws— 
of good or ill results attendant upon the mere matter 
of size? Note also that this increase of size may be 
attained by adding more land to land or more labor to 
labor or more instruments to the instruments already in 
hand. The proportions between factors may have little 
or no significance. If there are also two laws here, one 
of increasing and the other of diminishing returns, each 
appropriate accordingly as the experience is fortunate 
or unfortunate, we must now face the difficulty not 
merely of having two laws formulating the effects of one 
cause, but also the difficulty of using the same pair of 
terms for two entirely distinguishable sets of causes. 

Assuming, however, so far as we may, that in current 
usage some approximately definite meaning has attached 
to the terms ‘‘ Diminishing” and “ Increasing’’ returns, 
it would seem desirable to rename the Law of Diminish- 
ing Returns as the Law of the Proportions of Factors, 
and the Law of Increasing Returns as the Law of Ad- 
vantage and Size." 

1 Professor Bullock has very unfortunately interpreted the Law of Diminishing 
Return as valid and pertinent with reference only to production upon land. (‘‘ The 
Variation of Productive Factors,’’ Quarterly Journal of Economics, August, 1902.) 
And, while rightly emphasizing the bearings of the laws of return upon market 
prices, Professor Bullock appears to discuss and to formulate these laws upon the 
assumption that their bearing upon prices is their only or their controlling reference 
and application. But it is clear enough that in the history of doctrine the dis- 
tributive aspects have demanded no less attention than the price aspect. In point 
of fact, also,—as has already been sufficiently urged,—they offer the more serious 
difficulties of analysis, present a greater number of important theoretical bearings, 
and afford by far the larger occasion for disastrous errors in practical applications. 
And it may also be repeated that much ambiguity—as well as occasional error— 
must attend the failure to distinguish doses of time or labor cost from doses of 


value cost, and likewise must attend the failure to distinguish returns in concrets 
product from returns in value product. 
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But, even so, we are not yet quit of all our perplexities. 
For, after all is said, many of the advantages seemingly 
dependent on the sheer increase in the size of the busi- 
ness unit are in reality the mere expression of the fact 
that a bad proportion has hitherto existed between the 
entrepreneur factor and the other factors in the pro- 
ductive complex. May not this indeed be the ultimate 
explanation for all the advantages going with the giant 
organization? It is at all events clear that, no matter 
how many other classes of factors there may turn out 
to be,—whether three or three thousand,—entrepreneur 
ability forms one class, at the least. And this factor, or 
these factors, of entrepreneur ability may be in defect 
or in excess relatively to the other factors in the pro- 
ductive combination. The entrepreneur may have in 
charge all that he can advantageously attend to; or, on 
the other hand, a part of his supervisory and managerial 
power may be running to waste. Is then, in itself, size 
a distinct and separate cause of advantage? This needs 
looking into. 

It is at any rate to be said, in support of a distinct 
and separate law of Advantage and Size, that there are 
some lines of industry and some conditions in which there 
clearly accrues a diminishing advantage with increasing 
size; e.g., in farming ordinarily and in manufacturing 
under conditions of the limited market imposed by un- 
developed methods of transportation. This situation, 
commonly especially characteristic of farming, is in itself 
an illustration of the very law which superficially it 
might appear to deny. Farming exemplifies the Law 
of Advantage and Size, only that the advantage goes 
not with the larger business, but rather with the smaller. 

Not merely this, but the Law of Proportion of Factors 
not only has, as we have seen, a technological basis, 
but it implies, in any given set of cost levels, a best tech- 
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nological combination in relation to each particular en-) 
trepreneur. It is after all a Law of Proportions between 
different sorts of costs, some or all of which are based 
upon ultimate technological relations.’ 

On the other hand, the Law of Advantage and Size has 
seemingly little relation to the technological situation, 
and still less reference to the technological proportions 
in the business unit. For, as has already been noted, 
the advantages of the giant industry are readily at- 
tained through the addition of more labor to labor or 
more machines to machines or more land to the land 
already employed. The question mostly refers to the 
size of the investment, the aggregate operating fund 
of value, irrespective of its technological applications 
or of the apportionment of this aggregate fund among 
the different sorts of cost bases. Size refers here not to the 
kind or quantity of the instruments and appliances of 
production,—not to capital in the technological sense, 
but rather to capital in the competitive entrepreneur 
sense, as the total of the value resources employed in 
the business, irrespective of its technological or non- 
technological application or apportionment, whether into 
land or labor or machinery or what not. 

This is not at all to deny that many undertakings 
suffer from a lack of business capital relatively to en- 
trepreneur ability,—suffer, that is, from the fact that 
there is an unsaturated margin of supervisory power 
which is running entirely to waste. Cases of this sort, 
falling accurately within the Law of Proportion of Factors, 
are easily confused with other cases properly ranging 


1 Some of these costs are truly commonly technological, but it is equally clear 
that some are commonly not so. Not only is it true that the technological factors 
to be correlated are legion, but also that there are other costs which are entirely 
lacking in the technological basis, but which are none the less submitted to the 
necessity of proportion; ¢.g., insurance, advertising, and taxes, and, in general, 
those lines of expense connected with administrative and sales departments,— 
clerks, book-keepers, travelling men, and the like. 
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under the Law of Advantage and Size. But the distinc- 
tion is theoretically none the less clear. Several competing 
consumers may often advantageously unite, and may 
advantageously retain all the old managers as special 
department managers or as together constituting a new 
managerial board. The aggregate of managerial effect- 
iveness may be appreciably greater through this fusion, 
and may stand as of itself an illustration of the general 
Law of Advantage and Size. And therewith may go 
also other important economies and efficiencies, not only 
of supervision and organization in the mechanical pro- 
cesses of production, but as well in the buying of raw 
materials and in the sale and the delivery of the 
product. 

The Law of Advantage and Size is, therefore, a real 
and valid law entirely distinguishable from the Law of 
Proportion of Factors and in no sense the antithesis of 
it. Any industry may easily illustrate both laws at one 
and the same time,—may indeed illustrate the bene- 
ficial working of the one and the injurious working of 
the other. The undertaking may, for example, be ex- 
cellently organized in point of proportions and may yet 
be either too large or too small; or it may be of the de- 
sirable size and yet relatively over-supplied with capital 
goods or with plant or with unspecialized working fund 
or with land; or it may be overmanned; or it may be 
inadequately supervised. 


It is, however, important to note that for competitive 
purposes the law of changing proportional value pro- 
ductivity with changes in the size of the business unit 
is not safely to be taken to apply in any one line of in- 
dustry regarded as a group aggregate, but only to the 
competing industries inside the group. For it may readily 
be true that the organization of any industry into the 
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giant form may so reduce the costs therein that, even 
with an expanding product by weight and tale, the aggre- 
gate product is a smaller one. And this might hold of 
manufacturers as a whole as over against agriculture 
as a whole. 

Nor can the law rightly imply that greater value pro- 
ductivity goes per unit of expense with increasing size. 
This is not necessarily true. It is safe to assert only 
that to the greater industrial unit goes the relatively 
greater product or profit. For when the elasticity of 
consumption is not great, and when competition among 
rival businesses is close, lower prices may obtain to the 
extent to bring a lower value productiveness for each in- 
dustrial unit and a generally lower average of value 
product and of profit. And yet it may remain true that 
the larger units suffer least, and that to these larger units 
there accrues a relative advantage. 

Nor is the Law of Advantage and Size concerned with 
the fact that in industries of heavy investment and of 
heavy fixed charges the extra cost of successive items 
of product is less in proportion to the increase of weight- 
and-tale product,—a formulation which, as of necessity, 
says nothing as to the aggregate increase in value going 
with the increase of product, but leaves it possible to 
be assumed that the entrepreneur will limit his product 
at the point where the extra expense of production, 
together with the falling prices upon the original product, 
balances the extra value represented in the added items. 
In truth, cases of this sort present a peculiar illustration 
of the Law of Proportion of Factors; for its best results— 
demand for products and prices of products standing at 
a given level—the industry is calling for a changed pro- 
portion of productive factors, or it is being found true 
that the proportion of factors, ordinarily and in the long 
run best for value results, is temporarily not the best. 
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If, for long-run purposes, it is regarded as undesirable 
to make an all-round increase in the size of the unit, the 
best adjustment for temporary purposes must be reached 
through a proportionment of factors which would be 
a maladjustment for long-time purposes. This comes 
about through the fact that, as a long-time competition, 
the fixed charges must be computed as costs, and that 
in this competition the costs must stand as an aggregate 
over against an aggregate of value product. Cost for 
long-time purposes is rather an average than a marginal 
cost. But in the short-time reckoning the marginal 
computation is valid, if only all the elements are properly 
included. To this sort of marginal cost fixed charges 
are for the most part irrelevant. 


It appears, then, that to find out what there really is 
in this Law of Advantage and Size it is necessary rigidly 
to exclude all influences of improving technique (develop- 
ing human beings) and all influences ranking under in- 
creased demands for products, and to confine ourselves 
to the sheer competitive advantages of combination or 
concentration (1) for increased weight-and-tale product 
per unit of expense, (2) for increased value product per 
unit of expense. 

It is obvious that no a priori reason exists why this 
Law of Increasing Return might not characterize all 
industries. If it does not or if it does so unequally, the 
reason must be sought in the peculiar nature of the in- 
dustry in question. The law may fail to hold with cer- 
tain industries, because by the nature of the instruments 
which they employ or of the processes required (e.g., 
as with land), the business unit cannot greatly increase, 
the giant organization being impracticable; or the market 
may be of so limited powers of consumption as to render 
giant organization impossible. And, as has already been 
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seen, the law is clearly not one referring by necessity 
to the interdependence of factors or to the constitution 
of the business unit in respect to the factors included. 


It remains to point out that this Law of Advantage 
and Size, like the Law of Proportions of Factors, has 
also its different aspects of service accordingly as it is 
taken in its static or in its dynamic aspects. It may be 
invoked to explain some of the phenomena of rising or 
falling prices. Or its service may lie in the analysis of 
the tendency of profits toward rise, or fall, or differentia- 
tion; or its significance may be found in estimating the 
forces making for consolidation or monopoly in business; 
or, finally, some bearing may conceivably be deduced 
upon land rents, upon the wage level, and upon time- 
discount rates. That is to say, this law also is fundamental 
in its significance for the explanation of the prices upon 
consumable goods and for arriving at the forces deter- 
mining the outcome of the distributive process. It fol- 
lows, also, that this law must be appealed to in the ex- 
amination of the forward shifting to tax burdens upon 
consumers, and as well also in the examination of back- 
ward shifting. This backward shifting must obviously 
take place through the modification of the distributive 
shares apportioned out of a product jointly produced 
by the various productive factors. A tax limiting the 
market for any product and appropriating a part of 
the reduced total of value will not merely reduce the 
aggregate value fund to be distributed as shares to 
the various co-operating factors, but will commonly also 
appreciably modify these shares relatively to one another. 


H. J. DAVENPORT. 
Unrversity or Missouri. 
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THE RAILWAY SITUATION IN ITALY 
I, 
Introductory.—The Railways and the State in Italy. 


I PROPOSE to discuss the present situation of the rail- 
ways of Italy, where for the last three years nearly all of 
the lines have been operated by the State. Out of a 
total of 16,500 kilometres of road, 13,200 have been thus 
operated. The rest are comprised in a few minor lines 
of small companies, which are themselves subject to a 
rigorous government control. 

The railway legislation of our country differs little from 
that of the other nations of the continent of Europe, 
but is very different from that of England or America. 
Our public law regards the construction and operation 
of railways as enterprises lying outside the sphere of 
private activity. In theory the State only can construct 
a railway. If a private company desires to construct a 
road, it must petition the State for a concession. This 
is not a mere administrative permission, but a strict 
grant of rights bestowed for a limited time. When the 
concession is terminated, the private company must give 
over its line in good condition to the State, which there- 
upon becomes the full proprietor. During the period of 
the concession the company may not sell the railroad, or 
modify its character, or cease to operate it. Nor may it 
increase the rates beyond certain maxima fixed in the 
contract, and it must submit to a very minute technical 
and administrative supervision. 

Our legislation upon railway concessions is substantially 
as follows :— 

1. A concession may be made to a private person, to a 
public body (province, commune, association of provinces 
or communes), or to a commercial company constituted 
in the usual way. 

2. The route of the lines is generally chosen by the 
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petitioner, but the government reserves the right to ex- 
amine and approve it. 

3. In the case of a main line the concession is made by 
statute; in the case of a branch line, by royal decree. 

4. The State almost always contributes to the expenses 
of construction, and sometimes also to the operating ex- 
penses, by a guarantee of interest or of income, sub- 
ventions of various kinds, fiscal privileges, or grants of 
land from the public domain. 

5. The local bodies (provinces and communes) often 
participate in the cost, either by compulsory or volun- 
tary contributions on which the participation of the State 
is conditioned. 

6. The right of the grantee is generally—(a) limited 
in time, the duration, which is variable, never exceeding 
ninety-nine years, and being nearly always less; (6b) sub- 
ject to repurchase after a stipulated number of years, and 
in some cases at will, with payment of compensation 
based on the earning power of the road or on the cost 
of construction; (c) subject to forfeiture for failure to 
fulfil the essential terms of the concession. 

7. Upon the termination of the concession the line 
and other property revert to the grantor without any 
compensation. 

8. The rolling stock and other movable properties 
usually receive separate treatment, and the State at the 
termination of the concession makes payment for the 
value of them. 

9. The State (a) supervises the construction and the 
operation of the railways in the interest of safety, of the 
regularity of trains, and of fair treatment of the public; 
(b) audits the accounts of the company. 

The reader will see that private operation of the rail- 
ways implies in Italy a situation different from that of 
the New World. It must be added that in Italy the 
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railroads could never have been the basis of a private 
industry, since from the first not even the main lines 
could earn an income adequate to pay a proper return 
upon the capital employed in construction. Our territory 
is varied, and entails serious engineering difficulties. A 
chain of high mountains separates us from the rest of 
Europe, and another chain runs the length of the country 
from north to south. Rivers and torrents abound. There 
is no line which has not many bridges and many tunnels. 
The average cost per kilometre of the Italian lines is 350,- 
000 lire; that is, more than twice the cost of the American 
roads. The operating expenses are also very high, because 
there are many heavy grades, and because, lacking mines, 
we must procure our iron and coal from other countries. 
On the other hand, the volume of traffic is small. As we 
shall see hereafter, there has lately been a marked growth 
in traffic; but until five years ago gross earnings did not 
exceed an annual average of 20,000 lire per kilometre. 
In these circumstances it is evident that a genuine pri- 
vate railway industry could not arise and prosper,—a 
great contrast with other countries, in which a railway 
concession generally implies a lucrative employment of 
capital. 

Railways arose in our country full twenty years 
after they had developed and spread in Europe and 
America, precisely because they offered no incentive to 
industrial enterprise. The first real builder of railways 
in Italy was the State, and we may recall the memorable 
words which Charles Albert spoke in 1842 before the Sub- 
Alpine Parliament, when he asked for more railways: 
‘“‘T am persuaded,” said he, “that I cannot better utilize 
the ever-growing resources and the flourishing credit of 
the royal finances than by procuring for the people whom 
God has committed to my care a new and much-desired 
factor in general prosperity.” These words epitomize 

















622 QUARTERLY JOURNAL OF ECONOMICS 


the railway program which all of the Italian governments 
have since observed. It has been their belief that the 
railway, as an instrument of civilization and of well- 
being, ought to be constructed by the State when pri- 
vate initiative does not act. Or, if the State does not 
care directly to construct and operate roads, it ought 
to encourage private capital to do this by offering appro- 
priate subventions. Thus some of our governments con- 
structed railways directly, others by subvention. But 
almost no line has been built in Italy without govern- 
ment aid. The seven billions of lire spent upon the 
construction of our lines have been almost entirely sup- 
plied by the State.’ In part these billions represent 
loans, in part they represent annual payments which are 
being made to various private companies. For the latter, 
altho no longer operating roads, have due to them from 
the State the sums which they devoted to construction. 
The existence of the aid, and the fact that it was ac- 
corded by rather complicated provisions which sought to 
reduce to a minimum the burden upon the State, created 
between government and company ties of interest so 
complex that controversies continually arose which gave 
to the private régime a marked appearance of instability. 
These controversies grew out of the difficulties which 
were encountered first in fixing the terms of the contracts 
and then enforcing them. Where a private railway in- 
dustry comes into existence through private capital, and 
subventions from public money constitute an exception, 
the State can confine itself to exercising such supervision 
and accounting as are sufficient to guarantee to the people 
safety of travel, and fairness and uniformity of rates. 


1 The author has already said that there are 16,500 kilometres of railroad in 
Italy, constructed at an average cost per kilometre of 350,000 lire. Since the 
product of these figures falls short of six billions, the total cost of seven billions, 
noted on this page, must include the 910,000,000 lire voted by the State in 1905 
to make up certain deficits (see page 34). Eb. 
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But when the State contributes largely to the construc- 
tion of the roads, and then endeavors to maintain its 
interests through complicated contracts, which seek to 
regulate rates, secure for the State a share in the profits, 
and avoid impaizment of the plant, the conflict of 
interests becomes so great that it is very difficult to 
arrive at a lasting arrangement. 

We have said that Italy has not pursued a consistent 
railway policy. In fact, the country has oscillated be- 
tween a State régime and a private régime, finding in 
neither a stable arrangement. We have seen why pri- 
vate operation of the roads could not easily endure. 
Administration by the State in turn met a grave obstacle 
in the general immaturity of our political and administra- 
tive system. The railroad is a great source of favors, it re- 
quires an enormous number of employees, it is an essen- 
tial condition of all business, it involves vast interests, 
and it supplies an endless field for selfish desires. Such 
desires are especially rife in a poor country, where even 
the most successful industries are not in a position to 
scorn aid, where the competition for employment is 
always keen, and where many men regard the public 
income as a proper source of private profit. From this 
it is clear why the operation of the Italian roads by the 
State has also frequently failed. 

State administration was begun as far back as 1847, 
upon the lines of Piedmont. In 1865 these lines were 
granted for 200,000,000 lire to a private company, which 
assumed also the operation of other lines, while the rest 
of the Italian railways were divided among four other 
companies. In 1876 there was a return to government 
operation, and in 1885 the roads were granted anew to 
three companies. In 1905 the government again took 
over the roads. Since the railroads were expensive and 
the volume of traffic was small, the results were never 
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satisfactory. It was supposed that better results would 
follow a change of system, while in fact the evil is inherent 
in natural factors which cannot be changed. 

The point which I should like to emphasize in this first 
part of my study is this: the railroads of Italy have never 
been under genuine private management. Between the 
companies and the government, ties have always existed 
which, while they took from the former freedom of initia- 
tive, forced the latter to intervene constantly, not only 
to safeguard the interests of the public, but also to pro- 
tect the treasury. All of the attempts to make private 
operation permanent, in order to avoid operation by 
the State, have been unsuccessful. The last return to 
State operation (July 1, 1905) is therefore not a genuine 
change of system, as such a procedure might be for America 
and England. These countries have seen the railroads 
grow up through unrestricted private initiative, with all 
the inconveniences, it is true, but with all the great ad- 
vantages also of that system; and, if they should desire 
to operate the railways themselves, they would have to 
face the grave financial problem of purchase. In Italy 
the railroads already belonged to the State, which had 
only sold the movable properties, retaining the right of 
reacquisition; and consequently, as we shall presently see, 
scarcely half a billion of lire were necessary to liquidate 
the credits of the companies. The results secured in 
Italy by the two opposite systems, in whatever light they 
are to be judged, may not, therefore, in my opinion, be 
regarded as examples by nations which are in more fort- 
unate circumstances. Nor should the recent assump- 
tion of State operation constitute a precedent to encour- 
age other States, apart from reasons of a different kind, 
to follow our example; for it must not be forgotten that, 
if the economic conditions which obtained while our rail- 
roads were building had allowed a healthy and free pri- 
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vate industry to prosper, we should, with entire content, 
have avoided a system which undoubtedly presents many 
perils. 

To-day everybody in Italy (and I include those who 
until the last moment discountenanced the abandonment 
of the private system) agrees that we shall never return 
to the operation of railways by companies, not even if 
the government system should prove unprofitable to the 
public, and should give rise to all the difficulties com- 
monly ascribed to government management. This is 
true, not only because, after the many experiments which 
we have made, we have become sceptical of the possi- 
bility of framing satisfactory and permanent contracts, 
but also because operation by the State, in the direction 
which it has taken in the last three years, has become 
very popular. As, in Roman times, the people demanded 
panem et circenses, so to-day they insistently demand 
reductions in rates and increases in the number of trains, 
without any regard to the effects which these favors may 
have upon the State budget. The disposition to travel, 
which in our poverty-ridden country for a long while 
showed itself but slightly, has in the last few years de- 
veloped in an extraordinary manner. And, despite the 
fact that many economists and government officials dd 
not fail to warn against the dangers of a too liberal policy, 
the mass of the people urgently demand reductions in 
the rates of transportation. It is significant that such 
reductions are more generally demanded than reduc- 
tions in our burdensome income and consumption taxes. 

It must be added, however, that the conviction is also 
spreading among economists that an increase in traffic 
may indirectly lead to such an increase in public wealth 
as will compensate for the sacrifices of the State. In new 
countries reductions in railway rates produce results of 
far-reaching importance, which are reflected in the general 
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wealth even when railway finances suffer. True, Italy 
is not a new country; but she is undergoing a process of 
regeneration not unlike that which occurs in a country 
which is passing from a lower to a higher stage of eco- 
nomic development. And a school is growing up, influ- 
enced in its principles by the German economists, which 
holds that railway transportation may be regarded from 
two points of view,—from that of pecuniary gain and that 
of the public interest. In the first case the railway is 
regarded as the means to an immediate profit. In the 
second the pecuniary interest is subordinated, and con- 
cern is had only for the advantages which the public may 
derive from the transportation service. At the far ex- 
treme of this second tendency there is the utopian idea 
of free transportation, which, strange as it may seem, 
has more than once been seriously considered in Europe. 
But, without going to this extreme, there are many who 
see, and firmly believe in, the expediency of disregarding 
considerations of profit and of devoting the railways 
more fully to their function of serving the public. Gain 
is to be sought, not in the narrow budget of the railway 
itself, but in the economic budget of the nation. Of 
course, only a State railway system can act upon this 
principle. 

It is easy to see the dangers of such a tendency, which 
in the vagueness it fosters would make restraint almost 
impossible. Especially in countries of representative gov- 
ernment, legislation is likely to be inspired, not by a care- 
ful estimate of the public benefit, lit by motives of a 
political nature. Nevertheless, it cannot be denied that 
the tendency exists, and is responsible for the constant 
growth of State operation. 

With this preliminary survey we are in a position to 
estimate at their right value the facts which the following 
two chapters will set forth. One of these will discuss 
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the private operation of ihe roads in Italy during the 
twenty years 1885-1905 (the earlier period is already 
well enough known), while the other will discuss the 
methods and results of State operation in the last three 
years. 


II. 


The Conventions of 1885 and the Return to State 
Operation in 1905. 


From President Hadley’s classic volume on Railroad 
Transportation as well as from later studies, the American 
reader has already learned the relations which the conven- 
tions of 1885 established between the State and the private 
companies in Italy. We need only to recall briefly those 
relations. 

In 1876, after the failure of the private companies, 
the government of Italy had to buy back a large part of 
the lines constructed up to that time, and operate them 
upon its own account. This action was hastened by the 
Conservative political party, which favored operation by 
the State. Before, however, the terms of the acquisition 
had been arranged, the Liberal party, which favored 
private operation, had come to power. Thus it happened 
that operation by the State, being regarded as a provi- 
sional expedient, was not planned seriously, nor with 
reference to a long continuance. This fact surely con- 
tributed to the unfortunate results of the experiment. 

On the other hand, the roads were in bad condition, 
and the situation of the treasury was far from flourishing. 
The economic status of the country was depressed, and 
traffic therefore small. Operation by the State produced 
results which gave satisfaction to no one. 

A commission of investigation was appointed to study 
the problem carefully and decide upon a scheme of opera- 
tion. The commission advised a return to private opera- 
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tion. But since the railways had always belonged to the 
State, and it seemed neither opportune nor possible to sell 
them, recourse was had to a special form of contract, by 
which the companies leased the lines, and bound themselves 
to operate them according to special terms. Such a 
contract was then in existence in Holland, where, it was 
said, it had resulted well. Thus arose the conventions 
of 1885, which brought about an arrangement intermedi- 
ate between private operation and State operation, con- 
taining elements of both. The peninsular lines (the 
Sicilian roads were separately treated) were divided into 
two large systems. Granted that it was desirable to 
divide the continental lines into two systems, the method 
of division adopted (namely, from north to south) was 
undoubtedly the best. As a matter of fact, trade in 
Italy very generally follows such a direction. The North 
sends its manufactures to the South, the South its agri- 
cultural products to the North. The division therefore 
was calculated to stimulate in some degree competition 
between the two peninsular systems. Other considerations 
also, such as an approximately equal mileage and the same 
number of approaches to passes into other countries, 
helped to place the two lines upon an equal footing. 

Three systems were thus formed, the Mediterranean, 
the Adriatic, and the Sicilian. The Adriatic system was en- 
trusted to the already existing Italian Company of South- 
ern Railways, the other two to Italian companies formed 
for the purpose. I emphasize the national character of 
the companies because in the previous combinations 
foreign capital, another disquieting element, had pre- 
dominated. 

The duration of the contracts was fixed at sixty years, 
divided into three periods of twenty years. At the ex- 
piration of each period the contracting parties had the 
right, upon two years’ notice, to dissolve the contract 
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In 1885 there were 10,066 kilometres of railway in Italy, 
of which 8,774 were distributed among the three important 
companies, and 1,292 were in the hands of small companies, 
which still operate them. The Mediterranean system had 
4,046 kilometres, the Adriatic system 4,131 kilometres, 
the Sicilian system 597 kilometres. Here let us note, as 
we shall not again return to the point, that appropriate 
clauses of the contract provided for an extension of the 
railways. This was important, since our country was 
then, even more than to-day, scantily supplied. The 
construction of new lines was entrusted to the three oper- 
ating companies, which commanded abundant capital 
and credit. Thus it happened that in the twenty years 
1885-1905 the railways constituting the three systems 
increased about 50 per cent.; or, in other words, by July 
1, 1905, the Mediterranean system had increased to 5,734 
kilometres, the Adriatic to 5,652 kilometres, and the 
Sicilian to 1,079 kilometres,—a total of 12,465 kilometres. 
The cost of installing the 12,465 kilometres amounted by 
that date to 5,200,000,000 lire, besides 560,000,000 lire 
for rolling stock. 

Let us see now what were the financial relations estab- 
lished between the State, as proprietor of the lines, and the 
lessee companies. This was, of course, the most difficult 
matter to arrange. It was determined, first of all, that 
the companies should purchase the rolling stock (loco- 
motives and cars) and other operating appurtenances 
(furnishings, tools, and movable property in general) as 
well as the supplies on hand when the act was passed 
(the total valued at 265,000,000 lire). At the expiration 
of the conventions the State, by repaying the sums ex- 
pended, should acquire possession of this property. These 
sums were a kind of surety that the companies would per- 
form their obligations. Since they were also a virtual 
loan to the State, destined to be used for betterments 
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of the railways (the conventions obliged the State to 
deliver the lines to the companies in good condition), the 
treasury paid an interest upon them of 5 per cent. 

The operating expenses fell to the companies. These 
included maintenance of way and of structures. But for 
extraordinary expenses, whether for maintenance, re- 
newal, or permanent way and rolling stock,—expenses, 
in other words, which properly fell to the proprietor,— 
there were created reserve funds. 

The gross earnings, it was agreed, should be distrib- 
uted as follows. What was called the initial product 
was first treated. This was fixed at 112,000,000 lire for 
the Mediterranean system, 100,000,000 for the Adriatic, 
8,000,000 for the Sicilian. Of the earnings up to this 
point, 654 per cent. were to go to the companies, 274 per 
cent. to the State, and 10 per cent. to the reserve funds. 
When the earnings exceeded the initial product, the excess 
was to be divided as follows. Up to 50,000,000 lire 
(for the two large companies), 56 per cent. should go to 
the companies, 28 per cent. to the State, 16 per cent. to 
the reserve funds. Of the excess above 50,000,000 lire, 
50 per cent. of the earnings should belong to the com- 
panies. For the Sicilian system, whose volume of traffic 
was much smaller, the following division was adopted. 
82 per cent. should go to the companies for their ordinary 
expenses, 3 per cent. to the State, 15 per cent. to the 
reserve funds. Any excess up to six and a half millions 
should go in the proportion of 74 per cent. to the com- 
panies, 6 per cent. to the State, 20 per cent. to the re- 
serve funds; above six and a half millions, 64 per cent. to 
the companies, 16 per cent. to the State, 20 per cent. to 
the reserve funds. 

Besides thus sharing in the gross earnings the State 
was to receive a part of the net income from operation 
whenever the dividends exceeded 74 per cent. Its portion 
would then be one-half of the amount above this rate. 
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This arrangement applied only to the lines existing in 
1885. But for the lines constructed later by the companies 
themselves, during the period when the conventions were 
in force,—lines which were called complementary,—50 
per cent. of the gross income fell to the companies, 40 per 
cent. to the State, and 10 per cent. to the reserve funds. 
In addition the State annually paid to the companies a 
fixed amount of 3,000 lire per kilometre operated. When 
the income reached 15,000 lire per kilometre, the line was 
annexed to the main system, and its revenues treated as 
already explained for those systems. 

The reserve funds were of three kinds, destined re- 
spectively: (a) to the repair of roadway and buildings 
when damaged by unavoidable accidents; (b) to the re- 
newal of plant, as it depreciated through use; (c) to the 
renewal of the rolling stock, as it was worn out. These 
three funds were kept up, as we have seen, from a share of 
the earnings, variously distributed among the funds. 

There was also instituted a fund for capital improve- 
ments (Cassa per gli Awmenti Patrimoniali) in which were 
to be placed the sums necessary to provide for new con- 
struction or the betterment of the completed property, 
as well as for the acquisition of new rolling stock. This 
fund was to be supplied from the proceeds of 3 per cent. 
bonds issued by the companies, but guaranteed by the 
State, maturing in ninety years. 15 per cent. of the in- 
come above the initial product was to be used as a sink- 
ing fund. 

The State reserved to itself the right to approve rates, 
time-tables, and plans for construction and the supply 
of rolling stock. 

Undoubtedly, as may be seen, this edifice was well 
conceived, but its basis was extremely complicated and 
precarious. In order that all should go well, it was es- 
sential that the estimates upon which the calculations 
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were based should be realized. But it is easy to see how 
difficult it is to predict exactly concerning matters of this 
kind. And, in fact, the chief defect of the Italian railway 
conventions of 1885 was the error in the financial antici- 
pations. I must add that the error was to some extent 
voluntarily incurred, since, as happens in such cases, in 
order to facilitate the making of the contract, considera- 
tions which might reasonably have cast doubt upon 
future results were eliminated from the arguments. 

So much for the conditions which led to the failure of 
our conventions. The causes which inspired both State 
and companies to ask for the dissolution of the contract 
at the end of the first period, on July 1, 1905, thus de- 
stroying after twenty years an agreement which might 
have lasted sixty, may be classified into essential causes 
and occasional causes. 

Among the essential causes, which depend upon the 
errors of prediction that we have referred to, must be 
mentioned, first of all, the failure of the fund for capital 
improvements. In this fund it was expected to accumu- 
late the capital necessary for new construction, new roll- 
ing stock, etc. New construction and new equipment 
are necessary to a railroad system if and in so far as the 
traffic and, consequently, the earnings increase. Hence 
this fund was to be maintained from the increase in the 
earnings. In the years before 1885 there was a consider- 
able and continuous increase. It was supposed then that 
this situation would last. But, as so often happens, the 
period of expansion was followed by one of depression 
and recuperation, and the revenues of the railways, which 
up to 1885 had been increasing, remained stationary after 
1885, and positively diminished a few years later, when 
a profound economic crisis was felt through all the countries 
of Europe. From the very beginning there was no pro- 
vision for the issue of securities which would supply the 
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capital necessary to new construction and to the purchase 
of new equipment. The need for such expenses appears 
even when the revenues do not rise. To illustrate how 
divergent were forecasts and reality, it may be pointed 
out that the fund for capital improvements, which in the 
twenty-year period should have received not less than 
two hundred millions of lire, actually received only eighty. 

Nor did the reserve funds fare better. They were in- 
tended not only to provide for construction and renewal 
of roadway and equipment, as need arose, but also to 
accumulate the instalments for amortization and provide 
for the depreciation of way and rolling stock. The equip- 
ment, however, had been calculated to last much longer 
than proved actually to be the case. And so it happened 
that the funds accumulated during the twenty years fell 
short of the requisite amount by one hundred and fifty 
millions of lire. 

It was a consequence of this divergence of forecasts 
and actuality that the State, which expected to hold aloof 
from any part in the financial management of the roads, 
found itself, in fact, pressed by the companies to make up 
the deficits. As proprietor of the lines, it should perform 
a function which the reserve funds had failed to perform 
automatically. When the public complained of lack of 
cars, and insufficiency of side tracks and of storage ter- 
minal facilities, it was invited by the companies to direct 
its complaints to the government. The government in turn 
sought to exonerate itself by charging the companies with 
having devoted an excessive part of their income to 
operating expenses. Naturally, these disputes delayed 
the necessary provisions still further, and intensified the 
lack of facilities to such an extent that at one time it 
became necessary to lease many cars from other European 
railways,—an expedient which proved very costly. 
Without going into further detail, we may say that the 
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chief cause of the failure of our conventions was the at- 
tempted separation of the obligations of the State as 
proprietor from those of the companies as operators. 
This separation, inevitable tho it was. was sure to lead 
in the end, through a division of interest and responsi- 
bility, to a loss of efficiency and to bad service. 

Let us take up another of the essential causes. Altho 
rates had to originate with the companies, the right to 
approve them had been reserved to the State. But it 
did not fail to happen that the State, under pressure of 
interested parties, took the initiative in making reduc- 
tions which the companies were unwilling to grant. Then 
the State, as the terms of the contract gave reason to 
foresee, offered to pay the difference between the rate 
which it proposed and that which the companies had 
agreed to. Here, again, was an abnormal situation. The 
consequent loss of the State was probably greater than 
it would have been if the State had itself operated the 
railways. Besides, the possibility of further accommo- 
dations of the same sort led the companies thereafter to 
await pressure from the State in the matter of reductions. 

A third cause was in the dealings with the employees. 
By the conventions the employees then in service were 
to continue under the companies, and were guaranteed 
fair treatment and the same terms as before. But the 
guaranteeing clause was not read in the same way by the 
employees and by the companies, and the State took 
sides with the former. This third dispute ended like the 
others. The employees threatened a strike, and the State, 
intervening to avoid the grave consequences which such 
a disturbance might have had for the country, declared 
itself willing to assume the burden of paying the differ- 
ence between the remuneration which the companies 
were willing to grant and that which the State deemed 
just. In this way the companies were relieved of the 
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gravest of industrial risks, while a source of hazardous 
disputes arose for the State. 

In spite of all these difficulties the transition to State 
operation would not have come so soon, had not the 
other causes, which we have termed occasional, made it 
inevitable. State operation had not yet found confirmed 
advocates among the economists and public men of our 
country. Many were of the opinion that, before accept- 
ing government operation, every effort should be made 
to maintain private operation by perfecting the old con- 
tracts. A commission of investigation which was ap- 
pointed to study the problem advised, after a long and 
careful research, that private operation be retained. But 
it called for modifications which the companies would 
probably not have accepted. And in any case, because 
of the elaborate nature of the investigation, its results 
appeared too late to throw light upon the important 
question. In this indecision the opportune moment 
slipped by. The conventions could not be renewed unless 
the contracts were modified, since the companies, which 
had distributed few dividends during the twenty years, 
demanded an increase in the proportion of the earnings 
allowed them. On the other hand, the possibility of 
State operation roused great concern because of the 
dangers which were generally attributed to it. The 
situation had become such that, since new contracts were 
impossible, operation by the State was the inevitable 
solution. 

An added factor hastened its coming. The Socialist 
party, which had by this time grown strong in the Chamber, 
favored State operation as a matter of principle. Some 
saw in it a first, if slight, step in the direction of collec- 
tivism. The Socialist party succeeded in attracting to 
itself other groups in the Chamber, among them the 
labor parties. The railway employees, who are a solid 
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organization with a socialistic tendency, saw in the sup- 
pression of the companies the possibility of new mate- 
rial advantages. 

The government meanwhile, while still negotiating 
with the companies for the continuance of the contracts, 
thought it well to be prepared for the failure of. its efforts 
to negotiate, and proposed a law for the operation of the 
roads by the State. This law included provisions which 
sought to prevent strikes by the employees. Against 
these provisions the employees at once went upon a 
strike, hurling defiance at the Parliament. The Chamber 
took up the challenge, and after almost no discussion 
voted a law (April 22, 1905) which decreed State opera- 
tion upon the three systems, and retained the severe 
measures which the employees had contested. This acci- 
dent—such one may term it—proved the immediate oc- 
casion for the return to State operation in Italy. 

The law of April 22 was a provisional law, which, since 
it has been replaced by the definitive law of July 7, 1907, 
we will not discuss. Nor shall we stop to consider the 
later law (since it was only an episode) for the redemp- 
tion of the lines (about 2,000 kilometres) which had be- 
longed to the Company of the Southern Railways. These 
lines were only incorporated in the State system on July 
1, 1906, a year later than the others. 

From what we have already said it is clear that no 
serious financial difficulties stood in the way of State 
operation. The only payment which the State had to 
make to the companies was a payment for the value of 
the equipment. This amounted originally to 265,000,000 
lire. The total required on equipment account, including 
provision for new rolling stock, was about 500,000,000 
lire. This comparatively small sum could be secured 
from funds available in the treasury. 

The roads, when turned over to the State, were, how- 
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ever, greatly defective in permanent way as well as in 
equipment. We have seen that the companies had been 
freed from the necessity of providing for improvements 
in permanent way and rolling stock, and that the reserve 
funds had not been sufficient to provide for these. We 
have seen also that the government and the companies 
had not found it possible to agree upon the means for 
adding needed facilities. From the financial point of 
view the greatest problem was that of providing the 
funds necessary to make up these great past deficiencies. 
This the State accomplished by three successive laws 
which placed at the disposal of the Railway Administra- 
tion of the State the sum of 910,000,000 lire to be paid 
by 1911. This sum was procured in part from funds 
supplied by the treasury and in part by loans. 


ITI. 
State Operation since 1905. 


It is well known that the administrative arrangements 
of European governments are predominantly of a cen- 
tralized type. The auditing of receipts and the disburse- 
ment of expenses are undertaken by central organs which 
have a direct jurisdiction over the entire financial opera- 
tions of the State. It is easy to see to what consequences 
this system leads. Everything that the government does 
is done slowly and clumsily by reason of the thousand 
formalities which must be observed. We generally epito- 
mize these defects in a single phrase: the State is a poor 
business man. And, indeed, the slowness in reaching deci- 
sions and the awkwardness of excessive accounting lead, 
in the case of State industrial operations, to a lower 
final profit than that which a private company would 
obtain. 

With these considerations in mind our government, 
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when it prepared the laws for State operation, was wisely 
careful to establish the administration of the railways 
upon a purely industrial basis. The railways were not 
to become a part of the great State machine, and take on 
the slow, awkward movement of that machine. This is 
accomplished by creating an ‘‘autonomous’’ administra- 
tion for the railways,—the term was in fact applied to 
the new organization. The principle of autonomy re- 
quires a few words of explanation. It is necessary to 
distinguish between an autonomous governmental ad- 
ministration and an autonomous entity. The latter, 
the autonomous entity, controlling its own budget, can 
have no place in a country of representative government. 
Like the other branches of public administration, the 
railway administration must be governed by a responsible 
ministry. Tho the ministry may delegate its powers of 
management, it must always be responsible to Parliament 
and the country. As Deputy Rubini correctly observed 
in an admirable report to the Chamber, a resolute step 
is necessary in order to attain and conserve autonomy 
proper. The administrators should be made responsible 
to a judicial body, having power of supervision and veto, 
and chosen without reference to political rivalries,—a kind 
of economic parliament in which should be represented 
all of the interests which depend upon the railway. Until 
this is done, it is impossible to think of an entity with 
functions independent of the executive power. The truth 
of this is enforced by the experience of other nations where 
State operation has long obtained, or has been recently 
adopted. But, while the creation of an autonomous 
entity is out of the question, none the less the technical 
character of railway management requires that the various 
methods of audit and control should be reduced to man- 
ageable limits. Of course, it must not be inferred that 
the employment of the public moneys need no longer be 
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scrutinized; and that the railway budget, with its great 
size and its uncertain and changing character, should 
not carefully be held from interference with the State 
budget. 

Let us see in what concrete form the principle of au- 
tonomy has been embodied in our laws. 

First of all, railway administration, unlike the other 
departments of the State, is not immediately dependent 
upon the ministry. It is intrusted to a council composed 
of eight members and a presiding Director-General. Two 
of the councillors are chosen from among the railway 
officials of the State, three from among the officials of 
other government departments, and the other three from 
among citizens who possess technical or administrative 
attainments, and who, when nominated, become State 
officials. The Director-General and the councillors are 
appointed by royal decree on nomination of the Minister 
of Public Works and with the consent of the council of 
ministers. A councillor cannot hold another parliamen- 
tary appointment. The Director-General cannot hold 
another parliamentary or elective office. Each group of 
the council is to be renewed periodically, the initial changes 
taking place by lot. Half of the State railway officials 
are elected every two years, and may be successively 
re-elected. A third of the councillors of the other two 
groups are elected each year, and may be re-elected only 
once. The Director-General and the councillors cannot 
be removed or suspended from office except by a royal 
decree giving reasons, and the council of ministers must 
have consented. By these means it is sought to obviate 
political interference. 

It is the business of the council to regulate the various 
functions of the administration; to consider the budget; 
to approve new projects and contracts; to authorize law- 
suits or to accept amicable settlements; to approve busi- 
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ness agreements, exchanges or leases of rolling stock, the 
use of joint stations with other transportation com- 
panies, and agreements for special rate reductions; to 
approve sales of property; and to confer upon the treat- 
ment to be accorded to the employees,—in matters of 
discipline, for example. 

The Director-General is the representative of the ad- 
ministration. He approves plans involving sums not 
exceeding 50,000 lire; he gives contracts to successful 
bidders at public or private auction, when a value not 
exceeding 20,000 lire is involved; and he makes private 
contracts for labor and supplies to an amount of 5,000 
lire. He authorizes lawsuits or amicable settlements in- 
volving a value not over 10,000 lire. And he approves 
and authorizes the beginning of urgent work for which 
the sanction of the council is necessary. He is assisted 
by two Vice-Directors-General for the construction and 
operating departments, respectively. 

The Director-General and the councillors are responsible 
to the State for damage done to the railways through in- 
fraction of laws, negligence, or abuse; and they are sub- 
ject to the jurisdiction of the Court of Accounts, which is 
the general auditing body for all the affairs of the State. 

The direct interference of the minister in the affairs of 
the railway administration is thus impossible. But, as we 
have already said, the administration must be responsible 
to Parliament, and it was therefore necessary to insti- 
tute a power which would supervise its acts, and forbid 
acts which were contrary to law or the interests of the 
State. The minister, therefore, either upon his own 
initiative or upon request, can declare unlawful, by a 
decree giving his reasons, any act or decision of the admin- 
istration which is contrary to the laws and regulations. 
For important reasons the minister can also suspend, or, 
following a discussion by the council of ministers, veto, 
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the acts of the railway council and the decisions of the 
Director-General. But, of course, he cannot substitute his 
own orders for those which he suspends or vetoes. In 
order that the minister may exercise these powers, it is 
required that the railway administration submit to him 
within twenty-four hours the records of its own delibera- 
tions. The minister has the right and the duty to acquaint 
himself by whatever means seem to him best with the 
progress of railway affairs. The approval of the nomina- 
tions and the promotions of the more important officials 
is reserved to him. He authorizes the terms of the more 
important contracts for construction or purchases of 
materials, when these are made otherwise than through 
the highest bidder. * 

It is evident that autonomy exists, however it be cir- 
cumscribed and qualified. At present it is impossible to 
say whether these arrangements, which date only from 
July, 1907, are sufficient to their purposes. Probably 
they will be, however, when some details are corrected 
and when they are construed with a certain liberality. 

Autonomy should have placed the management of the: 
railways outside the sphere of political influence, which is 
always dangerous in countries of representative govern- 
ment. But this is very difficult to accomplish. If the 
government desires to impose upon the railway service a 
policy determined by political considerations, it always 
succeeds, because, in spite of the restrictions of the law, 
it has a moral influence which is difficult to oppose. A 
state of conflict between the party in power and the ad- 
ministration of the railways is inconceivable. 

It is pertinent to note here another danger of a political 
character, which is generally attributed to State opera- 
tion. The party in power, it is said, may command the 


1 Our law for State accounting requires that all purchases of supplies and all 
contracts issuing from the treasury shall be made at public auction. Private 
negotiations are permissible only by way of exception. 

















642 QUARTERLY JOURNAL OF ECONOMICS 


electoral strength of the army of railway employees, 
which in Italy numbers 130,000. That this is not a real 
danger follows from the fact that the State pledges itself 
to retain the railway employees in service until they reach 
the age limit, when they receive a pension. In other 
words, the State engages its employees for life. The em- 
ployee has no occasion for showing loyalty to a party 
which cannot take his employment from him. As a mat- 
ter of fact, the great railway labor organization of the 
country, the Syndicate of Italian Railway Workmen, has 
manifested socialistic tendencies, and opposes at the elec- 
tions the Constitutional Party in office to-day. 

In any case the law, in order to maintain some parlia- 
mentary control upon the work of the administration, has 
created a parliamentary Commission of Vigilance. This 
commission, which is composed of six senators and six 
deputies, elected by their respective Chambers, is empow- 
ered to supervise the conduct of the railway service in 
a comprehensive way, and to make an annual report 
upon it to the Parliament. 


Let us next consider the balance sheet as regulated by 
law. First it must be noted that the value of the roads 
and the equipment has not, as might appear logical, been 
debited to the State administration of the railways. The 
railways have been constructed or acquired by expendi- 
tures from the treasury, and the latter ought, perhaps, to 
claim from the autonomous administration interest on the 
capital invested. But we have already explained that the 
Italian railways, taken as a whole, yield no direct profit 
to correspond to interest upon the capital expended. If 
such a return had been demanded, the balance sheet 
would always have shown a deficit. Instead, the prin- 
ciple has been accepted that the transportation service 
should return to the treasury the same net income (about 
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fifty millions) which the companies had received in re- 
cent years, and in addition should create sinking funds 
for all advances which the treasury should make from 
its own resource, lest there should be further deficits on 
capital account. 

In the balance sheet, then, income and expenditure are 
distributed as follows. Income is ordinary or extraor- 
dinary. In the former are included the earnings from 
traffic, reimbursements, rentals from third parties or other 
government departments, and, in general, the entire oper- 
ating income. Extraordinary income comprises the sums 
supplied by the treasury for extraordinary expenditures, 
or expenditures on capital account. 

Expenditure, likewise, is ordinary or extraordinary. 
The former includes operating expenses, as for labor, fuel, 
maintenance of way and equipment; “supplementary”’ 
expenses necessary to repair the damage done by serious 
accidents, and to provide for the renewal of permanent 
way and equipment; ‘‘accessory’’ expenses, for interest 
and sinking fund instalments on advances from the treas- 
ury. The last two groups correspond to those to which 
were assigned, during the period of private operation, the 
reserve funds and the funds for capital improvements. 
The extraordinary expenditures are those devoted to the 
increase of the property. They are paid out of extraor- 
dinary income. 

The railway budget, embodying both income and ex- 
penditures, is submitted for approval to the Parliament, 
together with the budget of the Minister of Public Works. 

The creation of a reserve fund, through annual payments 
amounting to 2 per cent. of the earnings, is obligatory 
until 30,000,000 lire are reached. This fund provides the 
sums necessary for unforeseen requirements of the ser- 
vice, for which the budget appropriations are insufficient, 
and, besides being a true reserve fund to be utilized in 
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years of low earnings, it is a means of avoiding the neces- 
sity of passing laws to allow the budget appropriations to 
be exceeded. It has been found in practice that the 
payments made into this fund have been too large, and 
they will therefore be reduced to six millions of lire. 

The determination of rates has the same basis now as 
in the period of private operation. It is governed by two 
principles: only by law can the rates be raised, but a 
royal decree is sufficient to lower them. In other words, 
the government can diminish, but not increase, the rates 
of transportation, just as it cannot increase the taxes 
without the consent of the Chambers. Royal decrees 
providing for reductions can be revoked when the experi- 
ence of one year so advises; but, if maintained, they must be 
confirmed by law. The Director-General may grant tempor- 
ary reductions by making special contracts with shippers. 

In the matter of rates the law has, however, provided 
that the railway administration be advised by a consulta- 
tive body representing all the interests of the country. 
It has, therefore, created a General Traffic Council, with 
the Minister of Public Works or the Director-General 
(vice-president) as chairman. The council is composed of 
representatives of all the government administrations 
(war, navy, posts and telegraphs, patents, etc.), of the 
higher officials of the State railways themselves, of repre- 
sentatives of the secondary railways and of the street 
railways, of seven citizens chosen for special technical or 
legal ability in railway matters, of representatives from 
the Chambers of Commerce and from the agricultural 
societies, and, finally, of a representative of the press and 
of two representatives of the railway employees. This 
large body is called to discuss all questions of rates. It 
considers the cancellation of existing rates and the estab- 
lishment of new ones, proposals for increase or decrease 
of prices, the nomenclature and classification of freight, 
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the interpretation of the contracts of transportation, and 
the relations of the railways and the public. 


Let me now turn to the results of the first three years 
of State operation. Properly to appreciate these, the 
reader must remember that the beginning of the new 
system of operation coincided with the appearance of a 
phenomenon of great commercial expansion, common 
both to Europe and America. The measure of this ex- 
pansion in Italy is revealed in the figures for imports and 
exports, which grew from 2,500,000,000 lire in 1897 to 
3,800,000,000 lire in 1905. This expansion was strongly 
reflected in the business of the railways. 

The following table gives the course of earnings, at 
intervals of five years, from 1885 to the present, on the 
three great systems :— 


Year.’ Earnings. Increase. 
a er a ie 207,922,670 lire 

CE Wc ablons @' s & 241,541,077 “ 146% 
EE 247,496,615 “ 2.5% 
De esos] Boao 8s 294,855,234 “ 19 G% 
ee ee a er 382,173,071 “ 29 G 


The earnings, which in the quinquennial period 1891-96 
increased only 2.5 per cent., increased 19 per cent. in 
1896-1901 and 29 per cent. in 1901-06. The average 
annual increases for the three periods were respectively 
0.5 per cent., 4 per cent., and 6 per cent. The freight 
traffic, which in 1903 was only twenty millions of tons, 
reached thirty millions by 1907. And yet in the last five 
years, except in the case of small branch roads, no new 
railways have been constructed. 

More instructive is the following diagram, which indi- 
cates year by year, for the period 1885-1905, the gross 
earnings per kilometre of road. How serious was the 


1 The fiscal year is from July 1 to July 30. 
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effect of the depression is evident from the fact that ten 
years were necessary to restore earnings to the figure of 
23,000 lire per kilometre, which had been attained in 
1888. And the exceptional developments of recent years 
are shown by the fact that the earnings per kilometre 
reached 31,000 lire, the greatest amount ever attained. 
In 1905-06, the first year in which the State assumed the 
operation of the roads, there was an increase of about 


Lire 


50. 





GROSS RECEIPTS, PER KILOMETRE, OF THE ITALIAN RAILWAYS, 
1885-1905. 


thirty-one and one-half millions in total earnings over the 
previous year. This 10 per cent. increase is very excep- 
tional, since in normal times, even in the richest and most 
advanced countries, the year-to-year increase does not 
exceed 5 per cent. The increase in earnings continued in 
1906-07, when the total reached 424,910,776 lire, or 12 
per cent. more than the previous year; and also in 1907-08, 
when the earnings were 473,128,768 lire. 
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In contrast to this increase in earnings was the dubious 
situation existing at the time of the change of régime. 
In the preceding years the companies had neglected to 
replace the cars worn out, and to supply cars to meet the 
new exigencies of traffic, and they had neglected to pre- 
pare the roads for heavier traffic. And, when they decided 
to operate the roads no longer, even the current service 
began to lapse. The new State administration, impro- 
vised in but little more than a month (the provisional 
law was passed April 22, 1905, and the new administration 
began on July 1, 1905), had to face the immediate neces- 
sity of supplying enormous deficiencies in the equipment, 
and of inventing a new system of operation. Of 2,664 
locomotives which the State received on July 1, 1905, 
798 had been in service for thirty years, or as long as they 
could properly remain. Of 6,895 passenger cars, somewhat 
less than half, 3,077, had also had thirty years of service, 
and 10,000 out of a total of 52,778 freight cars had been 
in service forty years. There were also too few employ- 
ees, because the companies in their last years had not 
taken on new men, and those whom the State now took 
on could not immediately perform their tasks. 

In consequence of these difficulties, the State could not 
at once give satisfactory service. Loud complaints were 
raised against the lack of freight cars and the delays of 
passenger trains. The distrust of State operation became 
so pronounced that its future would have been seriously 
menaced if a return to private operation had been feasible. 
In memorable sessions of Parliament, deputies of all par- 
ties cast bitter reproaches upon the railway administra- 
tion, and some went so far as to demand an investigation 
into the causes of the disorders. 

But time justified the arguments of those of us who 
ascribed these disorders to the inadequacy of the equip- 
ment in the face of an extraordinary growth in the volume 
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of traffic, and to the lack of preparation which had accom- 
panied the sudden passage to State operation. As time 
went on, new locomotives and new cars were added. The 
most urgent construction work was carried out, and so 
the greatest deficiencies were met. The organization of 
the service, hastily effected at first, has been improved 
and strengthened, and it is fair to say that, tho still in- 
complete, it is now in normal working order. 

In the disordered conditions which we have described, 
it was not to be expected that the financial results could 
be brilliant. In such circumstances, expenses necessarily 
mount. Moreover, the treatment of the employees, who 
had by various strikes voiced their discontent against the 
companies, was greatly bettered by the State. The fol- 
lowing figures indicate the average pay per employee dur- 
ing the period of private operation and that of the State. 


Years. Average Pay per Employee. 


Private operation 1900 1,298 lire 
- ae | 


1a“ 


State operation { 


This change in the compensation of the employees has 
greatly affected operating expenses, since European rail- 
ways, unlike American railways, have 300 to 400 employees 
per kilometre. Two-thirds of their total operating ex- 
penses are spent on wages. 

With these reservations, let us consider summarily 
the finances of the roads. We may compare the accounts 
of one year of private operation with the last two years 
of State operation. 


Private Operation. State Operation. 
(1904-05) (1906-07) (1907-08) 
Gross income . 348,265,275 lire 429,910,776 lire 473,128,768 lire 
Expenditures . 282,687,578 ‘“‘ 382,253,177 “ 485,992,584 “ 
Net income . . 65,577,697 “ 45,657,599 “ 37,136,184 “ 
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Thus there has been not only an absolute increase in 
expenses, but also a relative increase. Yet it would be 
unfair to draw inferences from these figures without bear- 
ing in mind several considerations. Some of these we 
have already set forth, such as the impossibility of keeping 
down expenses while the system of operation is being 
changed, and the more generous treatment of the em- 
ployees. But it is important to remember also that, as 
happens in all periods of great commercial expansion, a 
great rise in prices has taken place in the last few years. 
This rise has increased operating expenses not only upon 
the Italian railways, but upon all the railways of Europe, 
not excepting those, like the French Company roads and 
the Prussian State roads, which are reputed to be managed 
with the greatest economy. 

An important additional circumstance, however, makes 
the expenses appear greater than they really are. We 
have already seen that one of the gravest defects of the 
system of private operation lay in the insufficiency of the 
renewal funds. It will seem obvious, then, that, when 
State operation was introduced, an effort should be made 
to provide for these funds in a more liberal measure. The 
effort was well advised, but it introduces a difficulty in 
the comparison of accounts. 

We have already said that the railway balance sheet 
was to include the interest and amortization of all the 
expenses for property incurred by the State when the new 
system was put in operation. These were largely intended 
to supply the deficiencies of the past. The expenditures 
for 1907-08 were as follows:— 

General expenses 47,931,172 lire 
Operating expenses 301,966,662 “ 
Complementary expenses 32,150,000 “ 
Accessory expenses ! 53,944,750 “ 
435,992,584 lire 


1 For the definition of Accessory and Complementary expenses see pp. 
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The table shows that the accessory expenses, which are 
not of a recurring sort, are so large as seriously to affect 
a comparison with the earnings. To discover, therefore, 
to what an extent State operation is more costly than 
private operation, it would be necessary to make an 
analytic study of the expenditures, comparing them, item 
by item, with those of private operation. Such a study, 
however, would be long and tedious, and extremely diffi- 
cult to bring to a precise conclusion. 

Nobody in our country believes that the State can 
operate the roads more cheaply than private companies 
could. This follows from the fact that governments, es- 
pecially representative governments like ours, are readily 
influenced to reduce rates and to enlarge facilities and 
trains without inquiring far into the industrial justifica- 
tion of these provisions. This has been our experience. 
Under State operation we have liberally reformed our 
passenger service, we have greatly lowered rates, and we 
have increased the number of trains and the comforts of 
travel. Some of these provisions encourage traffic, and 
may have the effect of increasing earnings; but, in general, 
such liberality is not consistent with a good financial 
showing. Yet financial loss does not necessarily prove 
that the management has failed to be for the best interest 
of the community as a whole. 

My own belief, which I state without reference to the 
argument of the present study, is that the economic evo- 
lution of the world is proceeding in the direction of State 
operation. The day will come when all the great nations 
will entrust to the State the duty of operating their rail- 
ways. It will, doubtless, be wise not to hasten that 
development, and to allow it to ripen of itself. But this 
opinion should in no way affect the conclusions which the 
reader may draw from the facts and figures which I have 
presented. At the risk of seeming to lack an opinion, I 
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have sought simply to explain Italian conditions as they 
are or have been, and I desire to repeat that the experience 
of Italy cannot be of much value to other countries. 
Italy adopted State operation, not for political reasons, 
like Germany, Russia, and other countries of Europe, but 
because, lacking an industrial basis for the support of the 
railways, it could successfully follow no other course. 


Frurpo TAjAni. 
Untversiti CoMMERCIALE Bocconi, MILAN, 











RAILWAYS IN NEW ZEALAND.’ 
SUMMARY. 


Early construction by provincial governments, 657.—Vogel’s vast 
scheme of expansion in 1870, under general government, on borrowed 
money, 658.—Deviations from the original plan, through political influ- 
ence, 660.—Expansion, followed by collapse in 1879, 661.—One im- 
portant private railway, 662.—Bought up by government in 1908, 664. 
—tThe railways, narrow gauge and light, 666.—Traffic, rates, length of 
haul, 668.—Uniformity of rates, 670.—Commission administration, 
1889-94, succeeded by direct governmental administration, 671.— 
Improvements charged to capital account, 672.—Net earnings insuffi- 
cient to pay interest on debt, 673.—The deficit larger than the pub- 
lished figures indicate, 675.—Causes of the deficit, 678.—Railways 
should not be built or operated at financial loss because of supposed 
social utility, 685.—Recent movement for economy, 690.—Return to 
private ownership nowhere proposed, 692. 


THE early European settlements in New Zealand, like 
those in America, were established on or near the sea- 
coast, with a rugged and almost inaccessible back country, 
into which the settlements gradually extended by means 
of roads. The numerous rivers, few of which were navi- 
gable, were a hindrance rather than a help to communi- 
cation, particularly in time of flood, when bridges were 
carried away, fords rendered impassable, and even ferries 
were not to be relied upon. Because of the abundant 
rainfall, varying from twenty inches or less in the interior 
of Canterbury to one hundred inches or more in some parts 
of the west coast, ordinary unmetalled roads were quite 
useless for wheeled vehicles during many months of the 
year. People travelled on foot, on horseback, or by bul- 
lock sledges that moved along at a snail’s pace through 
mud and mire. In remote parts of the Dominion these 
primitive conditions continue until the present day. 

1The writers desire to thank Professor James Hight, of Canterbury College, 


who has been so kind as to read the MS. before publication. They are indebted 
also to a number of other gentlemen for valuable information and suggestions. 
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“This may be God’s own country,”’ said a settler in one 
of the back blocks, ‘‘ but we have the devil’s own roads.” 

The early settlers fully realized their need of roads, and 
their leaders sought to provide funds for making them. 
Edward Gibbon Wakefield, the founder of the New Zealand 
Company, held that the company’s land should be sold at 
a “sufficient” price, and that the revenue therefrom should 
be spent on immigration and public works, chiefly roads 
and bridges.’ In the company’s settlement of Wellington 
the price of land was fixed at £1 an acre. The Canterbury 
Association, which bought a large quantity of land from 
the company, at first sold it to settlers at £3 an acre, but 
the price was presently reduced to £2. From 1853 to 
1873 the Province of Canterbury sold 1,101,583 acres of 
crown lands, for which it received £2,203,166, a large part 
of which was spent on roads and bridges. At first the 
making of roads was in the hands of the Provincial Coun- 
cil, but in the year 1863 road districts were created, gov- 
erned by boards elected by the rate-payers, and having 
power to levy rates for the construction and maintenance 
of roads. But the Provincial Council continued to spend 
large sums of money on certain important works, and 
gave, besides, large grants to the road boards. 

The Province of Otago and all the other provinces 
adopted a similar policy, and were more or less active in 
the construction of roads, deriving their funds from tax- 
ation, as well as from the sale of crown lands, but in the 
year 1876 the provincial governments were abolished, and 
the crown lands were taken over by the general govern- 
ment. From this time the construction and maintenance 
of roads was chiefly in the hands of the road boards, 
counties, and other local governing bodies, but large sub- 
sidies were granted them by the general government, 


1 Reeves, State Experiments, vol, i., chap. 6. 
2? Handbook of 1875, article by W. M, Maskell. 
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which also carried on important works of its own for the 
opening of new districts and the improvement of those 
already settled. From the year 1870 to March 31, 1908, 
the sum of £7,861,467 was expended on roads out of 
the Public Works Fund, and doubtless a far greater sum 
was spent by the various local governing bodies. Prob- 
ably not less than £25,000,000 has been spent upon roads 
and bridges from the beginning of the colony until the 
present time. A large part of this amount has been pro- 
cured by loans, the general government alone having bor- 
rowed over £6,000,000 for this purpose; another large part 
has come from the sale or leasing of crown lands; and a 
third part, also large, has been derived from taxation. 
That the development resulting from this expenditure has 
many times repaid the outlay is sufficiently shown by the 
fact that the unimproved value of land in the year 1908 
was estimated at £161,324,763. Whether the benefits de- 
rived from this expenditure have been properly distributed 
among the people of New Zealand is another question. 
The activity of the provincial governments in the build- 
ing of roads was obviously due to their control over the 
crown lands, as well as to the fact that the settlers had 
not capital sufficient for enterprises of such magnitude. 
For the same reason, when railways were projected, the 
people naturally expected the provincial governments to 
provide the money, either from the sale of crown lands or 
from loans effected in England on the security of the 
public credit, which was largely dependent on the value 
of lands, public and private. Private companies, per- 
haps, might have been formed if the provinces had been 
willing to guarantee their debentures or to make large 
grants of public land; but there was no large supply of 
private capital in the colony, and no attractions sufficient 
to induce British capitalists to engage in what must have 
seemed to them small and unpromising enterprises. 
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The first railway in New Zealand was undertaken by the 
provincial government of Canterbury in the year 1860 for 
the purpose of connecting the town of Christchurch with 
the port of Lyttelton, from which it was separated by a 
high range of hills. At this time the total population of 
the colony, exclusive of Maoris, was barely 80,000, while the 
population of Canterbury was not over 20,000. The open- 
ing of the first part of the line, between Christchurch and 
Ferrymead Junction, on the Heathcote River, was cele- 
brated with great rejoicing on December 1, 1863, and the 
great tunnel, a mile and a half in length, was opened on 
December 1, 1867. It was an important work, connecting 
the capital city and the interior of the province with the 
magnificent harbor of Lyttelton, and without it the devel- 
opment of the province would have been retarded for 
many years. A little later the province built another 
line, running southward from Christchurch to the Selwyn 
River." 

In 1863 the Provincial Council of Auckland began the 
construction of a line between Auckland and Drury, chiefly 
for the purpose of subduing the Maoris in the Waikato, 
but with the idea of ultimately completing a main trunk 
line to Wellington. In the same year the Provincial Coun- 
cil of Southland (reunited to Otago in 1870), obtained from 
Parliament an act authorizing the construction of the Bluff 
Harbor and Invercargill Railway, which was opened on 
February 5, 1867. To this period belongs also the Dunedin 
and Port Chalmers Railway, constructed by private capital 
under the guarantee of the Otago Provincial Council. All 
of these railways together were only 46 miles in length 
of open line in 1870, when Vogel’s celebrated public works 
policy was promulgated. In 1872 there were only 65 
miles of provincial railways; in 1875 there were only 70 
miles open; and when, in 1876, the provincial governments 


1 Handbook of 1892, article by E. G. Pilcher. 
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were abolished and their public works were taken over 
by the general government the total amount spent by 
them on railways, including the cost of the Dunedin and 
Port Chalmers line, was estimated at £1,104,281, part of 
which was debt, and was assumed by the general govern- 
ment.’ 

From 1860 to 1870 the European population of New 
Zealand was trebled, increasing from 80,000 to 250,000, 
notwithstanding the almost total lack of railways. But 
people began to feel more and more their need in this 
regard. The provinces had made a good beginning, but 
there was no prospect of the rapid growth of their railway 
systems. In fact, there was no system at all, but only a 
few disconnected spurs issuing from the chief towns. 
There was a difference, too, in the gauge, Canterbury hav- 
ing adopted the Irish gauge of 5 feet, 6 inches, Otago and 
Auckland the standard English gauge of 4 feet, 84 inches, 
while the government, following the advice of Robert 
Stephenson, recommended a gauge of 5 feet, 6 inches, but 
afterwards adopted 3 feet, 6 inches, as the uniform gauge 
for the whole colony. If the provinces had gone on with 
their work, it is probable that there would have been two, 
if not three, different gauges, with all the resulting incon- 
venience and loss which Australia has suffered from this 
cause. But the provinces, with their limited resources, 
could not command the capital necessary for extensive 
construction. It was obviously a matter for the general 
government to take up. The time had come for a forward 
movement, and it was at this favorable time that Mr. 
(afterwards Sir) Julius Vogel, the colonial treasurer, pro- 
posed his remarkable scheme of colonial development. 

Altho the population of the colony in 1870 was only 
250,000, Vogel, who was a born gambler as well as a far- 
seeing statesman, proposed to borrow within the next ten 


1 Handbook of 1875, article by John Knowles; Year Book of 1908, p. 579. 
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years the enormous sum of £10,000,000, to be expended 
in specified proportions on immigration, railways, roads, 
purchase of native lands, water races for the gold fields, 
and extension of telegraph works. As a matter of fact, 
twice the proposed amount was borrowed, for the public 
debt within the next ten years increased from £7,841,891 
to £28,185,711, while the population increased from 
250,000 to 500,000, so that there was an increase in debt 
per capita from £32 ($155) to £56 ($272). The debt 
would not have been so great if Parliament had accepted 
the whole of Vogel’s plan, for he suggested with great 
wisdom that the crown lands be so administered, by 
lease or sale, as to pay a large part of the cost of the 
roads and railways, and that a special tax be levied on 
the owners of lands specially benefited? But provincial 
and local influence was too strong for Vogel. Parliament, 
after a great debate, almost unanimously agreed to the 
alluring proposals involving the borrowing and spending 
of vast sums of money, but rejected measures which were 
designed to operate as a check upon excessive borrowing, 
and would have compelled the land-owners to bear part, at 
least, of the burden they were so eager to shift to the shoul- 
ders of a future generation. It was no mere coincidence 
that Parliament was at that time largely composed of land- 
holders, among whom the large sheep-raisers of the South 
Island exercised a dominating influence. The Immigra- 
tion and Public Works Act of 1870 and cognate acts were 
passed, and the colony entered upon a rapid career of 
borrowing, expenditure, and internal development. 

The government had a comprehensive plan of railway 
construction, involving the completion and extension of 
lines already begun, so as to make ultimately two main 

1 Handbook of 1875, article by John Knowles; Handbook of 1892, article 
by E. G. Pilcher. 


? Reeves, New Zealand, in The Story of Empire Series, p. 144; Parsons, The 
Story of New Zealand, chap. 18. 
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trunk lines running the length of both islands, with feeders 
into the interior wherever a profitable traffic could be 
developed. But the pressure of local influence was so 
great as to compel many deviations from the original plan. 
In some districts railways were built far in advance of 
requirements, while in others the people waited long for 
lines that might have been made to pay. Sir Julius Vogel 
desired and expected the railways to pay at least the cost 
of maintenance and interest on the borrowed capital (about 
54 per cent.), but from every part of the colony arose a 
clamor for a “‘fair share” in the public expenditure, and 
the appropriations were doled out to more than thirty 
different districts, with undue regard to political influence." 
No doubt the districts having the greatest political influ- 
ence were, as a rule, the most populous, but not neces- 
sarily the most promising or in greatest need of develop- 
ment. To such perversions of the original plan may be 
traced much of the financial failure in railway adminis- 
tration from the beginning until the present time. 

The government was active in the building of railways 
from 1873 to 1877. In the former year there were, in all, 
145 miles of open line and 434 miles under construction. 
In 1877 there were 1,052 miles of open line and only 
251 miles under construction. These were narrow-gauge 
lines, with severe gradients and sharp curves, light rails 
and cheap bridges, ‘‘designed with a view to the early 
production of revenue, and at some sacrifice of convenience 
in travelling and in working.* Most of these lines were 
built by contractors, at a cost of about £7,000 per mile. 

The development of the colony which followed the in- 
auguration of the Public Works Policy was considerable, 
but not so substantial as many have thought. The popu- 

1 Handbook of 1875, article from the New Zealand Times. 


2? Handbook of 1879, by James Hector, p. 81. 
® Handbook of 1892, article by E. G. Pilcher. 
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lation increased by 74 per cent. in the eight years between 
1871 and 1879. In the previous eight years it had in- 
creased by 62 percent. The value of the exports did not 
increase much, perhaps because of the world-wide indus- 
trial depression of those years. The value of the imports 
increased at first, but afterwards fell. There was a great 
excess of imports from 1872 to 1886, and after that year a 
large excess of exports.’ The value of land, especially those 
lands opened up by the railways, increased enormously. 
Sir James Hector says, ‘‘ Hundreds of thousands of acres, 
worth, before the advent of railways, from £1 to £3 an acre, 
were afterwards sold at prices ranging from £10 to £20 per 
acre.” ? Strange to say, the provincial governments, and, 
after 1876, the general government, did not raise the 
selling price of crown lands to correspond with their en- 
hanced market value. The Province of Canterbury, for 
example, continued to sell land at the old price of £2 an 
acre, altho immediately after the sale much of it was 
worth several times that amount.2 A violent land fever 
or ‘“‘boom” ensued, which collapsed in 1879, and from 
which the colony did not recover for many years. Mr. 
Reeves says: ‘‘The boom burst amid much suffering and 
repentance. In some districts three-fourths of the promi- 
nent colonists were ruined, for the price of agricultural 
produce continued, on the whole, to fall relentlessly year 
after year until 1894.” Mr. Reeves also says: ‘‘It was not 
the public borrowing of the colony, but the private debts 
of the colonists, which, following the extraordinary fall in 
the prices of their raw products between 1873 and 1895, 
plunged so many thousands into disaster. . . . New Zealand 
is now a pleasant and highly civilised country. That she 

1 Fifty Years’ Progress in New Zealand; Year Book of 1908, p. 626. 

? Handbook of 1879, p. 80. 

3 Parsons, Story of New Zealand, chap. 18; Reeves, The Long White Cloud, 


pp. 325-331. 
* New Zealand, p. 148. 
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has become so in the last thirty years is due chiefly to the 
much criticised public works policy.”’* 

While this is partially correct, and the crisis of 1879 
was only the inevitable culmination of a period of devel- 
opment and inflation that began as early as 1860, it is 
certain that the vast and rapid expenditure of borrowed 
money by the government acted as a powerful stimulant 
to private speculation and borrowing at a time when 
retrenchment should have been the order of the day, 
and, while it postponed the coming crisis, greatly in- 
creased its violence when it did come. Besides, the un- 
wise distribution of public expenditure, especially in the 
building of unprofitable railways, tended to limit the 
power to borrow later on for profitable investments, and 
thus retarded the development of the country. In the 
four years from 1873 to 1877, 907 miles of railway were 
completed, making an average of 251 miles a year. In 
the ten years following only 701 miles were built, in the 
next ten years only 304 miles, and in the ten years end- 
ing March 31, 1908, which were years of great prosperity, 
only 416 miles were completed, not because the colony 
had all the needed railways, nor because none of the pro- 
jected lines could be made to pay, but chiefly because of 
the inability of the government to borrow adequate sums; 
and this may be traced to the unprofitable character of 
the lines already built. 

The activity of the government in railway construc- 
tion, and the unwillingness of the people to give conces- 
sions to private syndicates, effectually prevented private 
capital from engaging in railway enterprises. The Wel- 
lington and Manawatu Railway Company is a notable 
exception to this rule. In the year 1878 the Grey gov- 
ernment, after careful surveys, decided to build a line 
between Wellington and Foxton, as an important part 


1 New Zealand. p. 150. 
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of the line between Wellington and New Plymouth on 
the way to Auckland. After about £30,000 had been 
spent, the work was discontinued, and a royal commis- 
sion in 1880 reported against the line. Thereupon some 
enterprising citizens of Wellington took the matter up, 
and, being assured by the premier, the Hon. John Hall, 
that the government had no money to carry on the work, 
but would grant concessions, they formed a company 
in 1881. The initial subscribed capital was £50,000, 
afterwards increased to £850,000, of which £170,000 
was paid up stock and £680,000 was in debentures bear- 
ing interest at 5 per cent. The work was vigorously 
prosecuted, and the line between Wellington and Long- 
burn, 84} miles in length, was formally opened by the 
governor of the colony, Sir William Jervois, on Novem- 
ber 3, 1886. By ‘‘The Railways Construction Act, 
1881,” Parliament made a grant of land to the company 
to the extent of 30 per cent. of the cost of construction, 
provided that this cost did not exceed £5,000 per mile. 
The value of land receivable under this contract amounted 
to £126,375. Through neglect of the government the 
company received land of the value of only £101,909, 
about 215,000 acres, some of very poor quality. It is 
interesting to note that the company’s first issue of 
debentures was effected in England through Sir Julius 
Vogel, who acted as the first London agent of the com- 
pany.’ 

The Wellington and Manawatu Railway Company has 
been very successful. It opened up a fine pastoral country 
tributary to Wellington, and sold its lands at good prices. 
It gave a service that compared favorably with that of 
the Government, and at the same rates. It diverted a 
good deal of traffic from the Government’s line, which 


1 Annual Report of the Wellington and Manawatu Railway Company, 1906; 
Year Book of 1895, pp. 381 to 384. 
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reached Wellington by a detour of 134 miles in place 
of 84 miles by the Manawatu. In fact, the Government’s 
express trains between Wellington and New Plymouth 
were obliged to pass over the Manawatu line. From 
the beginning the company has paid interest at 5 per 
cent. on its debentures. The first dividend, of 34 per 
cent., was paid in 1891. For the two succeeding years 
5 per cent. was paid, after which the dividend was 6 per 
cent., and latterly 7 per cent. The company also paid 
for all additions and improvements out of revenue, and 
up to 1906 had written off the sum of £202,086 on 
account of railway and rolling stock. From the beginning 
until the year 1906 the company had paid £118,550 in 
general and local taxes, being nearly 20 per cent. more 
than the original value of the land grant. The value of 
governmental and private lands in the district served 
by the railway has greatly increased, and the company 
claims to have been the chief cause of the creation of this 
“‘unearned increment.” 

For a long time the Manawatu Railway has been a 
thorn in the flesh to the Railways Department, and the 
Government has been incessantly urged to purchase the 
line, in accordance with the provisions of the Act of 
1881, and thus complete the railway system. For lack 
of funds the Government has delayed doing this, but 
negotiations have been at last completed, and, after 
twelve months’ notice required by the act, the Govern- 
ment acquired the line on December 7, 1908, the pur- 
chase price being £900,000, with additional compensa- 
tion for stores and certain minor assets, the total amount 
paid not to exceed £930,000. This was enough to pay 
off the debentures and to give the shareholders something 
more than the market value of their shares (£2 8s. 6d.). 
On May 13, 1909, it was announced that they would 
probably receive £3 per share. The venture has proved 
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a good investment for the shareholders, and the govern- 
ment expects to make a profit on the transaction. The 
net earnings of the line, about £60,000, if maintained, 
will be sufficient to pay £40,000, the estimated interest 
at 4 per cent. on the new debt of £1,000,000, and to leave 
an annual surplus of something like £20,000. However, 
from this apparent surplus should be deducted over 
£5,000 lost in general and local taxes, besides a still 
larger amount spent by the company on maintenance 
and other general charges. Also the company had a 
revenue from the sale of lands, amounting to £11,388 
in 1906 and £18,148 in 1908, the price received for 
34,559 acres, the last of the country lands. This revenue 
the Government will not have, and, when all the items are 
deducted, the apparent surplus is reduced to very little 
and may be transformed into a loss, unless there is an 
increase in net earnings because of the rounding out of 
the system and the elimination of a formidable com- 
petitor. 

The only other private railway of any importance was 
the New Zealand Midland Railway, owned by an Eng- 
lish syndicate formed in 1886 for the purpose of build- 
ing a line from Springfield in Canterbury to Brunnerton 
in Westland, by way of the Otira Gorge, and thence on 
to Nelson, a total distance of 235 miles, to complete the 
main trunk line of the South Island. It was a land- 
grant railway, and under the contract of 1888 the com- 
pany was to receive 10s. worth of land along the line 
for every £1 spent in construction. It is stated that 
the government did not abide by its contract, but forced 
the company to sell upon unfair terms. The railway 
was taken over by the government on May 27, 1895, 
after 79 miles had been constructed at a cost of about 
£1,300,000.1 The government has not yet completed 


1 Year Book of 1894, article by Norman H. M. Dalston, acting general man- 
ager; Year Book of 1896, p. 185; Year Book of 1895, p. 381. 
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the railway as originally planned, so that Nelson and 
Westland are still isolated, having no railway connection 
with the main lines of the South Island. At the present 
time there are only 29 miles of private railways in New 
Zealand, while 2,555 miles of line are owned and operated 
by the government. 

Comparisons of railways in different countries are inter- 
esting, but often misleading. New Zealand has 2.4 miles 
of railway for every 100 square miles of territory; New 
South Wales, 1.1 miles; Victoria, 3.8 miles; Queensland, 
47 mile; Argentina, 1.1 miles; Canada, .6 mile; the 
United States, 7.7 miles; Nebraska, 7.7 miles; Colorado, 
5.1 miles. New Zealand is better supplied with transpor- 
tation facilities than these figures indicate, for most of the 
large towns are on the coast, and have the benefit of trans- 
portation by sea. No part of New Zealand is as much as 
100 miles from the sea, so that places that have no rail- 
ways at all, but have fairly good roads, are not altogether 
isolated. On the whole, railway development has followed 
a pretty well-defined plan, and there are few parallel lines. 
The main trunk line between Auckland and Wellington, 
after years of delay, has been completed, and was formally 
opened on November 5 and 6, 1908. The main trunk line 
of the South Island is still far from completion. Travellers 
southward bound from Wellington take ship to Lyttelton, 
a distance of 175 miles, whence they can go by rail, follow- 
ing closely the coast line to the Bluff, at the southern end 
of the island. There are still a number of isolated bits of 
line, beginning at some seaport and ending at some small 
country station. Spurs run out at intervals from the main 
line, sometimes into a rich and populous district, some- 
times into a thinly settled pastoral country, where little 
traffic can be developed. 

The narrow gauge of 3 feet, 6 inches, prevails through- 
out. Originally, the railways were built with sharp curves, 
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steep grades, light thirty or forty pound rails, little or no 
ballasting, temporary bridges, small-sized rolling stock, and 
very inadequate terminal facilities. Gradually, the system 
has been improved, and at considerable expense. The 
railway stations at Auckland and Wellington are still very 
poor, but Christchurch has a good building, and the new 
station at Dunedin, recently built at a cost of about 
£46,000, is excellent. The first-class carriages compare 
favorably with cars of the same class in the United States. 
Second-class accommodation is poor. In winter the car- 
riages are partially heated by warming-pans. Until re- 
cently there were no night trains, and, therefore, no 
sleeping-cars; but, since the opening of the main trunk 
line, sleeping accommodation has been provided between 
Wellington and Auckland. There are dining-cars on the 
principal lines, where one can obtain a fairly good meal 
for 2s. 

On most of the branch lines the service is infrequent, 
seldom exceeding one train a day each way. There are 
two trains a day each way between Christchurch and 
Dunedin. For shorter distances, on the main lines, the 
service is more frequent. The large towns have good 
suburban service. The speed of trains is not great, par- 
ticularly in hilly districts. Ordinary trains travel from ten 
to seventeen miles an hour; express trains, from seventeen 
to twenty-five miles an hour. The trains are generally on 
time. Accidents are relatively fewer than in the United 
States. In the year ending March 31, 1908, the number of 
employees killed was 6, being 1 in 2,056, and the number 
injured was 616, or 1 in 20. In the same year 8 passengers 
were killed, being 1 in 1,219,589 of ordinary passengers 
carried, and 12 passengers were injured, or 1 in 813,059." 
In the United States, in the year ending June 30, 1906, 
3,929 employees were killed, or 1 in 387; 359 passengers 


1 Railway Statement, 1908. 
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were killed, or 1 in 2,222,691; 76,701 employees were 
injured, or 1 in 20; and 10,764 passengers were injured, or 
1 in 74,131." 

Passenger traffic is relatively large in New Zealand, 
yielding 33 per cent. of the total revenue as compared 
with 22 per cent. in the United States. It is difficult to 
make a comparison of fares, for there are no available 
statistics giving the average revenue per passenger-mile. 
Ordinary first-class fares average about 14d. (3 cents) per 
mile, and second-class fares about 1d. (2 cents), and they 
are the same in every part of the system. The fares for 
return tickets are usually double those for single tickets. 
About 80 per cent. of the passengers travel second-class. 
There are special excursion fares for schools, factories, and 
friendly societies, season tickets for suburban residents 
and school-children, weekly workmen’s tickets, special 
rates for tourists, and minor concessions, all of which tend 
to reduce the average fare. It seems probable that the 
average fare per passenger-mile is slightly under ld. 
(2 cents), and, therefore, very close to the average of the 
United States (2.014 cents). 

The railways statement does not give the average charge 
per ton-mile, but it may be approximately deduced by 
comparing the figures for 1907-08 with those of 1894-95. 
The commissioners in that year gave the average revenue 
per ton-mile as 2.04d. (4.08 cents), and the revenue per 
ton of freight carried as 79.6d. ($1.59). In the year 
1907-08 the revenue per ton of freight carried was 78.5d. 
($1.57), and, since there is no reason to think that the 
average length of the haul is much greater than it was in 
1895 (ca. 40 miles), it is safe to say that the average 
charge per ton-mile is not much less than 2d. (4 cents), 
and certainly not less than 1.75d. (3.5 cents), making 
due allowance for the tonnage equivalent of the live 


1 Report of Interstate Commerce Commission, 1906. 
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stock carried. The ton, however, is the long ton of 2,240 
pounds. In the United States, in the year 1906-07, the 
average revenue per ton of freight per mile was .759 cent 
(.379d.). 

The system of tapering rates, involving progressively 
lower rates for increasing distances, is applied throughout. 
Goods in Class F, when shipped by the truck-load, are 
carried at the lowest classified rates, at a charge of .72d. 
(1.44 cents) per ton-mile for a distance of 100 miles, and 
.94d. (1.98 cents) per ton-mile for a distance of 50 miles. 
Goods in the next higher class, Q, are charged 1.3d. (2.6 
cents) per ton-mile for a haul of 50 miles. Lime for fer- 
tilizing, under specified conditions, is carried free for a 
distance of 100 miles, but forms an insignificant part of 
the total freight. The rates on grain in bags are 1.16d. 
(2.32 cents) per ton-mile for 100 miles, and 1.62d. (3.24 
cents) for a distance of 50 miles. The 50-mile rate on bitu- 
minous coal and anthracite is 1.8d. (3.6 cents) per ton-mile. 
On brown coal it is 1.3d. (2.6 cents). Wool in bales is car- 
ried 50 miles at a rate of 4.6d. (9.2 cents). Goods in Class 
A, including furniture, sewing-machines, fancy goods, 
dried fruit, glassware, spirits, sugar, and a great variety 
of articles of general merchandise, are carried 50 miles 
at a rate of 7.56d. (15.12 cents) per ton-mile. Rates for 
goods in classes B, C, and D, also, are high, being, respec- 
tively, 6.44d. (12.98 cents), 5.5d. (11 cents), and 4.18d. 
(8.36 cents) per ton-mile for a haul of 50 miles. To all 
of these rates must be added extra charges, when loading 
and unloading are done by the department. It should be 
noted also that most of the freight is shipped at the 
owner’s risk.! 

The average length of haul is probably only slightly 
over 40 miles, and this is one of the chief reasons why 
freight rates are so high, and why it is not fair to com- 


1 Passenger Fares and Coaching and Goods Rates, 1904 and 1907. 

















670 QUARTERLY JOURNAL OF ECONOMICS 


pare them with average rates in the United States, which 
are brought down by low charges on long-distance ship- 
ments of grain, cattle, cotton, coal, lumber, fruit, and 
other staple commodities. A comparison of short-dis- 
tance rates would not be so unfavorable to New Zealand. 
Besides, the volume of business is less in New Zealand, 
so that the average cost to the department per ton of 
freight shipped is relatively high. 

Both freight and passenger rates are uniform through- 
out the Dominion, irrespective of density of traffic. The 
Railways Department is no respecter of persons or places. 
The rates on small, disconnected lines are the same as 
those on the main trunk lines, and the smallest wayside 
station pays no more than the largest city. Beyond the 
published rates for carload lots, as in Class F, the largest 
shippers get no advantage, and there are no secret dis- 
criminations. Doubtless a system of differential rating 
designed to favor populous districts would prove profit- 
able, but it would cause more discussion and criticism 
than any administration could stand. While making 
some special concessions to certain localities and for 
the benefit of certain industries, as timber and coal, the 
Department, for the most part, has taken refuge in an 
almost inflexible system of rates, and, instead of modi- 
fying the rates in accordance with the conditions and 
changes of business, has compelled business to accom- 
modate itself to the established rates, regardless of special 
circumstances and special needs. 

After the inauguration of the Immigration and Public 
Works Policy of 1870 the colonial secretary acted for a 
time as minister of immigration and public works. Later 
a special minister was appointed, and in 1872 two depart- 
ments were created, and the state railways were placed 
under the control of the minister of public works’. 
1 Handbook of 1875, article by John Knowles. 
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From the beginning the railways were run at a loss, 
and there was much criticism of their administration. 
Hence, by the Government Railways Act, 1887, they 
were placed in the hands of a board of commissioners, 
three in number, appointed for five years or during good 
behavior, who were expected to introduce business meth- 
ods and to extinguish the deficit. The commissioners 
had control from January 28, 1889, to December 31, 
1894, and succeeded fairly well in their attempt to place 
the railways upon a sound financial basis. They made 
themselves to a large extent independent of politics, prac- 
tised unpopular economies, refused demands for conces- 
sions on every hand, and made so many enemies that, 
after six years of struggle, the clamor against them was 
so great that the commission was abolished. It is the 
common belief to this day, quite contrary to fact, that 
their administration was an egregious failure. Their 
greatest virtues were, in the public mind, their most 
heinous crimes. The commissioners were accused of 
being irresponsible and despotic, of caring only for- their 
salaries, charging exorbitant rates in some cases, and in 
others competing unfairly with steamship companies, 
tram-cars and coaches, opposed to reform in adminis- 
tration, and, in general, of being out of touch with the 
people and disinclined to foster industry and encourage 
internal development. The proposal to abolish the com- 
mission was made an issue in the election of 1893, and 
after the return to power of the Seddon government 
the Government Railways Act, 1894, was passed. It 
placed the railways in the hands of the Railways Depart- 
ment, now separate from the Public Works Department, 
and this form of administration has continued until the 
present time. 

The Public Works Department builds the railways; 
the Railways Department operates them. The Railways 
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Department is doubtless in closer touch with the public 
than the commissioners were or desired to be. The im- 
mediate control is in the hands of the general manager, 
but the power and responsibility belong to the minister, 
who is a member of the cabinet and has a seat in Par- 
liament. 

Since the year 1894-95 only 478 miles of line have been 
constructed, but much has been done in the way of im- 
proving existing lines by strengthening the road-bed, 
ballasting, building stronger bridges, laying heavier rails, 
adding more powerful engines and larger rolling stock, 
with Westinghouse brakes and other improvements, 
erecting new station buildings, double-tracking certain 
lines, introducing signals and interlocking systems, to- 
gether with minor improvements and additions. Most 
of these improvements have been made with borrowed 
money, since the net revenues have not been sufficient 
to pay even interest on the capital cost. The money 
for such improvements must either be borrowed or paid 
out of taxes, for the improvements are required to keep 
pace with the development of the railway business. The 
vexed question as to charging “additions to open lines” 
to capital or to revenue is a question of correct account- 
ing. If the maintenance account is sufficiently large, 
so that there is no depreciation, and if the improvements 
involve real additions to capital value, there can be no 
doubt that they may properly be charged to capital. It 
is stated that the department is particular about this 
matter, and when, for example, a new station replaces 
an old one, the cost of replacing the station as it was be- 
fore is charged to maintenance, while the additional cost 
of the better building is charged to capital. On the other 
hand, the entire cost of new rails is charged to revenue. 
Most of the money, however, is spent for new rolling 
stock. Out of a total of £333,386 the sum of £243,261 
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was thus expended. As old rolling stock is discarded, it 
is written off and replaced out of revenue. A committee 
appointed by the Auckland Chamber of Commerce to 
investigate this matter reported as follows: “We are of 
opinion that a very substantial amount of such addi- 
tions should be placed to capital account.”* There was 
no account of additions to open lines under the com- 
missioners. 

Another argument in favor of charging to capital the 
cost of betterments is that it is desirable to show in the 
accounts the exact capital cost of the railways, which would 
not be done if expenditures beyond a reasonable mainte- 
nance were charged to revenue. Had additions to open 
lines since 1895 been charged to revenue, the capital cost 
of the open lines would now appear to be something like 
£20,000,000 instead of £24,000,000, and the Department 
would seem to be earning a higher per cent. of net revenue 
than it actually earns. In fact, the sum of £24,365,647, 
given in the accounts, is not the full cost of the railway 
system to the people of New Zealand. To this should be 
added £2,369,493, the cost of lines not yet (March 31, 
1908) open, making £26,735,140 as the total capital cost 
upon which interest should be reckoned. But the railways 
have cost far more than this. Since the beginning there 
has always been a large sum invested in unopened lines, 
upon which interest had to be paid, and this must have 
amounted to several millions of pounds in the past thirty- 
eight years. There should also be added the yearly deficits, 
amounting to £4,256,025 since 1882, and an unknown sum 
before that time. If the total expenditure were reckoned 
from 1870 to the present time, it would be seen that New 
Zealand has actually paid for her railway system, in bor- 
rowed money and in taxes, not less than £35,000,000. Of 
this amount only £21,271,000 was paid out of borrowed 


1The Herald, February 14, 1908. 
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money, and forms part of the public debt. The additional 
cost of the railways has been paid from other sources, 
partly from land sales, but chiefly from taxes, direct and 
indirect. 

Since the year 1895 the capital cost of the open lines has 
increased from £7,703 to £9,861 per mile of open line, 
largely because of the improvements above mentioned, but 
also because of the more difficult construction and superior 
character of the new lines, particularly the recently com- 
pleted main trunk line. This cost seems high for a narrow- 
gauge road, and considerably exceeds the cost of railways 
of the same gauge in Queensland, Western Australia, South 
Australia, and Tasmania. It is about the same as the 
cost of the railways of the Cape of Good Hope, but much 
less than that of the Natal railways, which cost £15,296 
per mile2 The New Zealand railways, particularly the 
newer lines, frequently run through a difficult country, 
where the cost of construction is necessarily high. Also 
railway construction is conducted on a small scale, a little 
at a time, and materials are expensive because of remote- 
ness from the industrial centres of the world. Again, the 
Department of Public Works assists the Department of 
Labor in finding work for the unemployed, especially in 
the winter months, and a large part of the work is done 
by laborers working in co-operative gangs, generally with 
pick and shovel instead of modern machinery for excavat- 
ing and grading. Such facts as these largely explain the 
high cost of construction. Doubtless another reason is 
that the work is done by a governmental department 
rather than by private contractors. 

Because of the general prosperity of the country, to 
which the railways of course have contributed, the gross 
revenue of the system has increased from £1,150,851 in 


1 Year Pook of 1908, p. 579. 
? New Zealand Railways Statement, 1908. 
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1895 to £2,761,938 in 1908. The revenue per mile of line 
has increased from £577 to £1,114, while the revenue per 
train-mile has increased from 85.75d. to 93.75d. But the 
expenditure has increased in still greater proportion: the 
expenditure per mile of line from £367 to £796, the ex- 
penditure per train-mile from 63.62d. to 70.59d. The gross 
earnings per train-mile exceed those of all the Australian 
railways except Victoria, and the expenditure per train 
mile is greater than that of all of them, without exception.’ 
Had it not been for a fall in the rate of interest on govern- 
ment loans since 1895, from 4.1 per cent. to 3.7 per cent., 
the deficit for 1907-08, figured on the basis of the “‘ capital 
cost”’ of the open lines, would have been £184,352 instead 
of £89,349, as it now is. 

The Railways Statement, presented annually to Parlia- 
ment by the minister for railways, does not recognize the 
existence of a deficit, but shows a ‘‘net profit on working,”’ 
so called, without noting that it is always insufficient to 
pay interest on the cost of construction at the average 
rate of interest paid by the government on the public 
debt. In the year ending March 31, 1908, the railways 
earned a ‘‘net profit” of 3.33 per cent. on £24,365,647, 
the cost of construction of the open lines, but, since the 
average rate of interest paid on the public debt was about 
3.7 per cent., the ‘‘net profit” is absorbed in interest pay- 
ments, and a deficit emerges, amounting to £89,349, if 
interest is reckoned on the cost of the open lines only. 
But the real cost of construction of the railway system, on 
which interest should be reckoned, includes the cost of the 
unopened lines, making a total of £26,735,140, reducing 
the “‘net profit” to 3.04 per cent. and increasing the 
deficit to £177,021. This is considerably less than the 
deficits during the administration of the commissioners, 
which, in their turn, were less than those of their prede- 


1 Railways Statement, 1908, Return No. 15, 
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cessors, but, as shown above, the reduction has been 
chiefly due to a fall in the rate of interest, with which the 
railway administration as such has had nothing to do. 
Reckoning interest on the cost of the open lines only, as 
in the table, the total deficit from 1895 to 1908 amounts 
to £1,134,447; from 1882 to 1908 it is £4,256,025 
($20,000,000). Taking interest on the cost of the un- 
opened lines as well, the deficit is increased by at least 
50 per cent. 
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In explanation of the deficit it should be said that some 
of the lines, chiefly those in the North Island, earn more 
than 3.7 per cent. upon the capital cost, and that the bulk 
of the deficit proceeds from losses on the Hurunui-Bluff 
section, the main trunk line of the South Island, 1,283 
miles in length, of which the net earnings in 1907-08 
were only 2.39 per cent. This is the oldest part of the 
system, being the continuation and linking up of lines 
begun by the Provinces of Canterbury and Otago. It 
is probable that the political influence of the South Island, 
greater formerly than at present, had much to do with 
the unprofitable railway construction in that part of 
New Zealand. In the year 1907-08 the revenue per 
mile on the Hurunui-Bluff section was only £946, while 
the revenue on the Wellington-Napier-New Plymouth 
section was £1,600 per mile, and on the Auckland 
section it was £1,112 per mile. The expenditure per 
mile was £723 on the Hurunui-Bluff section, £1,085 on 
the Wellington section, and £756 on the Auckland sec- 
tion. The revenue per train-mile on these three sections 
was 93.25d., 85.5d., and 90.5d., and the expenditure per 
train-mile 71.3d., 57.7d., and 61.5d., respectively.’ Sir 
Joseph Ward, in a recent speech in Parliament, thus 
explained the losses on the railway system of the South 
Island: ‘‘In the South Island the haulage to the ports 
is over comparatively short distances, and competitive 
rates are in existence in some places, owing to sea com- 
petition. On the Wellington-Napier-New Plymouth Sec- 
tion and the Auckland Section the haulage is longer, 
there is little sea competition, and the lines are newer 
in comparison with the southern ones. Age brings its 
troubles to railways as well as to individuals. The pio- 
neer lines have had to be brought up to standard require- 
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1 Railways Statement, 1908, Returns 4 and 6. See also various pamphlets by 
Samuel Vaile. 
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ments to meet the demands of the business by repairs, 
additions to structures, bridges and station accommoda- 
tions. As the North Island lines increase in age they 
will require more expenditure on repairs than at the 
present moment, and they will then go through the same 
process that the southern lines have. ... When you get 
anything like the proportion of railway mileage in the 
North that exists in the South, you will have a very much 
larger capital invested and very much larger sections 
over which haulage will go, and the earnings of the whole 
of the railways in the North will require to be greater than 
they are now in order to maintain either the present 
gross or net returns. The disproportion between the 
revenue and the expenditure will, as the years go on, be- 
come equally as marked in the North Island as the honor- 
able member has said it is now in the South Island.” 

If this is true, the financial prospects of the New Zealand 
railways are discouraging, and Mr. Vaile and other critics 
must be largely right in claiming that either ‘‘ additions 
to open lines” should be charged to revenue, or there 
should he a large allowance for depreciation, since the 
earning power of the whole system is likely to decline as 
the years go by. But the allowance for maintenance of 
way and works, as Sir Joseph Ward himself has shown,? 
is already high, and it is increasing year by year. In 
1895 it was £141 per mile of line; in 1908 it was £258, 
and one would think that this should be sufficient to keep 
the system in good condition without any allowance for 
depreciation. In the Railways Statement for 1908 it is 
stated: ‘‘The increased cost of maintenance is very largely 
due to the policy of betterment that has been followed 
during the past few years. ... The lines are in excellent 
condition, and, in view of the important functions that 


1 New Zealand Parliamentary Debates, vol. 139, p. 664. July 26, 1907. 
* Auckland Star, February 17, 1908. 















680 QUARTERLY JOURNAL OF ECONOMICS 


they perform in the development of settlement and com- 
merce of the Dominion, it is essential that the present 
high standard be maintained.’’* 

Another explanation of the deficit that is given by the 
Government is that great concessions have been given 
to the public in fares, freights, and train services, and 
to the railway employees in wages and salaries. Speak- 
ing, apparently, of the period between 1895 and 1907, 
Sir Joseph Ward said: ‘‘The concessions given to the 
public in the matter of fares and freights amounted to 
£850,000, and the value of the increased train services 
to £883,000.... This takes no account of the conces- 
sions in pay given to the railway staff, which amounted 
to another £375,000.’’? 

Undoubtedly, wages and salaries have been slightly 
increased from time to time, to keep pace in a measure 
with the general increase in wages and cost of living in 
New Zealand and throughout the world, and this has 
caused an increase in expenditure, offset, however, by 
increased revenue, due to the general prosperity of the 
country. But such increases can hardly be regarded as 
voluntary ‘“‘concessions,” or gifts, since even now the 
railway employees, if one may believe the Amalgamated 
Society of Railway Servants, and their organ, the Rail- 
way Review,’ are receiving wages rather less than those 
paid in private employ, while their hours of labor are 
frequently much higher than would be tolerated in any 
private business subject to the jurisdiction of the Arbi- 
tration Court. There are only thirty-one officials who 
receive salaries of £400 ($2,000) or more. The general 
manager receives a salary of £1,250 ($6,200), the chief 
engineer £900, the chief traffic manager £800, the traffic 


1 Railways Statement, 1908, p. vi. 2? Auckland Star, February 17, 1908. 


*The New Zealand Railway Review, a journal devoted to the interests of 
the New Zealand railway men. 








Coe oP 


a all 








RAILWAYS IN NEW ZEALAND 681 


superintendent £650, the chief clerk £500.1 The most 
highly paid station master, a man who has been in the 
service for forty years, receives only £355 ($1,720). 
Station masters receive from £170 ($730) to £355, ordi- 
nary clerks from £170 to £300, cadets from £40 to £100, 
guards from 8s. ($2) to 10s. ($2.50) a day, enginemen 
from 10s. 6d. ($2.60) to 12s. ($3) a day, firemen from 
7s. 6d. ($1.85) to 9s. ($2.25), carpenters from 9s. to 10s. 
6d., blacksmiths from 10s. to 12s., common laborers gen- 
erally 7s. ($1.75) a day.’ Salaries and wages are now 
slightly higher than they were in 1907, but there is no 
evidence to show that any material concessions have 
been made to railway employees. However, they have 
the advantage of regularity of employment and of retir- 
ing allowances under the superannuation system.* 

It is equally difficult to see how it can be claimed that 
any such sum as £883,000 can have been returned to the 
public in the form of increased train services. The busi- 
ness of the railways has greatly increased, necessitating 
an increase in train service, but this can hardly be re- 
garded as a gift, since the public presumably pays for 
what it thus receives, unless the train service is in excess 
of what the traffic requires. Doubtless unreasonable con- 
cessions are constantly demanded by the public, and the 
department sometimes gives way, but that such con- 
cessions can have amounted to the enormous sum above 
mentioned it is hard to believe. 

There is more ground for the statement that concessions 
have been made in fares and freights, altho it seems as 
tho the department had greatly overestimated the value 
of these concessions also. In the year 1895 the average 
charge per ton of freight carried, exclusive of cattle and 


1 Members of the Railway Department, 1907. 
2 Members of the Railway Department, 1907. 
3 Government Railways Act, 1908. 
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sheep, was £.333; in 1900 it was £.315; in 1908 it was 
£.327. These figures do not indicate any great reduc- 
tions in freights, unless there has been in the same time 
a considerable increase in the length of haul. In 1895 
the average charge per ordinary passenger carried was 
£.092; in 1896 it was £.068; in 1901 it was £.080; in 
1908 it was £.085. Here, again, it is possible that the 
average distance travelled by each passenger may have 
increased, and that the charge per passenger-mile may 
have fallen more than the charge per passenger carried.’ 
These figures take no account of considerable reductions 
in fares for season tickets, designed to develop suburban 
and tourist traffic, nor of school excursion fares and other 
minor concessions. 

But it is a question how far reductions in fares and 
freights are to be regarded as ‘‘concessions,” since they 
appear to have been for the most part justified from a 
business point of view by the increase in traffic which 
they have helped to develop. In 1895 only 2,048,391 
tons of freight were carried, exclusive of cattle and sheep; 
in 1908 4,834,534 tons were carried. In 1895 there were 
3,905,578 ordinary passengers; in 1908 there were 9,756,- 
716.2 Sir Joseph Ward has frequently said that it would 
be very easy to extinguish the deficit by increasing rail- 
way charges, and that, if required, as much as 10 per cent. 
could be earned upon the capital cost.’ It is a question, 
however, whether the Department is not already, in most 
places, charging all that the traffic can bear, and whether 
a reduction in rates would not be more productive of net 
revenue than an increase. Passenger traffic, as is well 
known, is very responsive to changes in rates. To increase 
charges on cattle and sheep might cause owners to drive 
them to market instead of sending them by rail, and even 

! Railways Statement, 1908, Returns Nos, 5 and 16, 


* Railways Statement, 1908. 
? The Auckland Star, February 17, 1908. 
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a slight increase in rates between points on the seacoast 
would cause a considerable falling off in traffic. As Sir 
Joseph Ward also said, in a recent speech at Carterton, 
‘‘Tf rates were increased, it would mean that the revenue 
would be reduced, there would be fewer trains, and a 
number of hands would be dismissed.’’* 

As to the claim that net profits of 10 per cent. could be 
earned by merely increasing charges, it can hardly have 
been seriously made. The gross earnings in 1908 were 
not much more than 10 per cent. upon the capital cost, 
and to produce a net revenue of 10 per cent. it would be 
necessary to increase the gross revenue, and presum- 
ably the fares and freights, by at least 60 per cent., as- 
suming that the traffic and expenditure would remain 
the same. But such an increase in rates would cause a 
sharp falling off in traffic, and instead of producing a 
net revenue of 10 per cent. would probably cause the 
deficit to increase and greatly injure the country at large. 
If the Department could increase the charges in certain 
districts and lower them in others, according to the amount 
and character of the traffic, it would probably be possible 
to secure a considerable increase in net revenue, but this 
would be adopting the practise of differential rating, for 
which the commissioners were execrated, and which would 
cause a storm of protest and complaint, with charges of 
favoritism and the like, such as no democratic govern- 
ment could resist. 

The chief causes, then, of the railway deficit, appear 
to be the following :— 

1. The construction of lines in advance of require- 
ments. 

2. The high cost of all lines. 

3. Delays in the construction of lines that might be 
profitable, due chiefly to lack of funds. 

4. A high cost of maintenance and operation, partly 


1 The Wellington Evening Post, November 5 and 12, 1908. 
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due to a certain lack of discipline, initiative, and effective- 
ness in the railway service. This will be disputed, and is 
hard to prove. 

5. A rigid system of rates. 

6. Unprofitable concessions in service, fares, and 
freights. 

One of the most serious causes of inefficiency and dis- 
satisfaction is the system of promotion. Men are usu- 
ally promoted merely because their names come first on 
the list of seniority, unless it can be proved that they are 
actually incapable, which is difficult. The theoretical 
right to advance capable men over their seniors is practi- 
cally never exercised, because of the unpleasantness and 
difficulty of proving alleged unfitness. Until a system 
of promotion by merit is introduced, there will never be 
an efficient service. Yet promotion by merit lends it- 
self readily to favoritism and other abuses. Again, mem- 
bers of the service, even cadets, frequently have political 
influence back of them, and this interferes seriously with 
discipline. Also workers in the government shops have 
frequently been accused of practising the ‘‘ government 
stroke.” The general manager himself, Mr. T. Ronayne, 
recently wrote a strong letter to the chief mechanical 
engineer at the Addington workshops, making serious 
charges of inefficiency. However, when the commission 
appointed to investigate the charges met at Christchurch 
on March 11, 1909, the general manager said that he 
had been misinformed and that he was perfectly satisfied 
with the condition of the workshops. Yet in the course 
of the investigation certain significant facts were brought 
out, such as the difficulty of getting rid of inefficient men, 
the difficulty of getting good men when needed, the lack 
of encouragement to inventors and other good men by 
promotion and advances in salary, and the lack of up-to- 
date appliances in certain lines of work.' 


1The Wellington Evening Post, January 20 to March 17, 1909. 
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For these and other causes the New Zealand railways 
have never earned the full amount of interest on their 
capital cost. But the Government has frequently declared 
that it does not wish to make the railways pay. In the 
Railways Statement for 1905 Sir Joseph Ward says, 
‘‘The policy of the Government has been throughout to 
regard the railways as adjuncts to the settlement of the 
country, and to look upon the earning of a large profit 
as of minor importance compared with the incalculable 
benefits that accrue to the State by giving the settlers 
a convenient and cheap means of transporting the prod- 
uce of their farms to the markets, and any surpluses 
which have accrued after the payment of the minimum 
of 3 per cent. on the capital cost of the lines have been 
returned to the users of the railways in cheapened freights 
and increased facilities.’ More recently Sir Joseph Ward 
is reported to have said: ‘‘The Government has laid down 
definitely in regard to our railways the policy of return- 
ing to the users of the railways all earnings over 3 per 
cent. That is a clean-cut issue, for which the Govern- 
ment must accept full responsibility.”* Just why 3 per 
cent. should be preferred to 3.74 per cent., the average 
rate of interest now paid upon government loans, or why 
it would not be as well to earn only 2 per cent., it is diffi- 
cult to say. But it is not hard to understand how it came 
to be thought that the railways should be operated pri- 
marily for development rather than for profit. 

New Zealand was, and is, a new country, with large 
undeveloped resources, and the people of every district 
desire roads and railways as a means to one end,—devel- 
opment. To the land-owner, development means en- 
hanced prices for land; to the merchant and manufacturer 
it means an expanded market for their goods; to the 
laborer it means high wages, steady employment, and 


1 New Zealand Times, February 17, 1908. 
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opportunities for advancement, particularly while the 
developmental works are going on. It was inevitable, 
then, that emphasis should be laid upon development, 
social service, and all the present and prospective benefits 
of public works, rather than upon considerations of cost, 
which would have operated as a check upon public expen- 
diture, and would have retarded to some extent the 
speed of economic development. Besides, it was not 
necessary to paycash down: it was possible to borrow, 
and thus shift the burden of cost upon the shoulders of 
future generations, which would presumably be well 
able to bear it. Moreover, it was thought by some, nota- 
bly Sir Julius Vogel, that the railways would sooner or 
later pay many times over all the cost of construction 
and all the losses and deficits of their early years. 

Hence the people in every part of the country demanded 
railways, formed associations for the purpose of secur- 
ing them, elected members to Parliament pledged to do 
their utmost to that end, and the Government, unable 
to resist the pressure of public opinion, borrowed as 
much as it could, and built short, unprofitable bits of 
line without counting the cost. The land-owners as a 
class, who were the strongest political force in the colony, 
were naturally the most eager to have railways built, 
loudest in their demand for low rates, most intense in 
their scorn of base commercialism in railway manage- 
ment. The railways might never pay expenses, not to 
speak of interest on the capital cost, much less contrib- 
ute to the liquidation of the public debt, but land values 
would increase, and they themselves would gain in ‘‘un- 
earned increments” far more than they had lost in addi- 
tional taxation. 

The question at bottom is one of social utility versus 
social cost, and it must be said that, on the whole, New 
Zealand has gained more than it has lost by the build- 
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ing of railways. But it would have gained more and 
lost less if the people and the Government had laid more 
stress upon the idea of cost, and had in every case bent 
their efforts towards securing a maximum of benefit at 
a minimum of cost. Social benefit and social cost are 
vague concepts, hard to measure; but they can be meas- 
ured with some exactness by means of money, and the 
financial measuring-rod must be applied to them if the 
people wish to know whether a governmental undertak- 
ing is socially advantageous or not. In the case of the 
school system the cost can be measured, but not the 
product, for this is non-material, and has no definite 
market value; and this is the cause, too, of much of the 
inefficiency that characterizes the school system. But, 
in the case of railways it is quite possible to measure 
benefit as well as cost, and to strike a balance of profit. 
or loss in terms of money. If this is not done, there is 
no exact standard of efficiency and no measure of social 
benefit other than the vague surmise of some one who 
thinks that a given undertaking was well worth all it 
cost. 

A district that cannot supply enough traffic to make 
a railway pay, sooner or later, should not have a railway 
at all; and if, in spite of the prospective loss, the railway 
is built, it becomes a parasitic enterprise, drawing sus- 
tenance from other parts of the country, which receive 
no direct benefit and cannot afford to pay for indirect 
benefits, since they all have their own burdens to bear. 
Similarly, it is neither economical nor just to make con- 
cessions in railway rates or railway service, and cause 
the resulting deficit to fall upon the tax-payers, unless 
the tax-payers, in the not too remote future, are going 
to get their money back. If all the users of the railways 
are tax-payers, it is a matter of indifference to them 
whether they pay more taxes or higher rates. For the 
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sake of sound finance they should pay higher rates. 
But, if some tax-payers are not, directly or indirectly, 
users of the railways, then the policy of gratuitous con- 
cessions involves making people who do not enjoy the 
benefits of railway transportation pay for those who do, 
and who, moreover, are well able to pay for them them- 
selves. 

It is said that the country must be developed. But 
it is neither necessary nor possible to build railways 
everywhere, and quite possible to spend more in the 
development of a district than that district deserves or 
than the country at large can afford.’ Every district 
claims what it calls a “fair share” of public expen- 
diture, but can allege no principle of fairness in the dis- 
tribution of railway expenditure other than the prospect 
of developing a large population, large wealth, and a 
profitable traffic. It is not reasonable to expect a new 
line to pay from the very first, but long-established lines 
ought to pay, and pay enough to recoup the government 
for all the losses of earlier years. The idea of making 
the railways a profitable investment ought ever to be 
kept in mind as a check upon extravagant expenditure 
and a guide to further extension. If this is not the test 


1The case of the Lawrence-Roxburgh Railway is a glaring instance of the 
-waste of public money. It was a political railway, commenced by Seddon during 
an election four years ago. Since that time many thousands of pounds have been 
spent, miles of embankment laid out, and some tunnels started, but nota mile of 
line opened. Of this line Mr. John MacGregor, himself a citizen of Dunedin, 
says, ‘‘ The Lawrence line was generally admitted, at the time of its construction, 
to be a gross political job, but, in spite of that fact, leading citizens of Dunedin 
defended and even advocated it, just as they are now advocating the extension 
to Roxburgh, and on the same ground,—the advantage of Dunedin.’”’ Mr. Mac- 
Gregor quotes from a recent speech of one of the Otago members, who said: ‘‘For 
himself, what he desired was to see that Otago got its fair share of the public 
pendit It ttered little to him where the money went so long as that 
«object was secured.” (The Evening Post, July 10, 1907, article by John Mac- 
Gregor.) Quite recently the Government has stopped all work on this line be- 
weause of lack of funds and because it is not likely that the line will pay. (Even- 
dng Post, April 10, 1909.) A great outcry has been raised by the people of Dun- 
edin and the settlers along the projected line, and doubtless the settlers have a 
serious grievance, but the action of the Government is generally commended in 
other parts of the Dominion. 
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of fairness in railway construction, service, and charges, 
then there is no test other than political influence and the 
granting of concessions to purchase votes,—a practise 
that has done great harm in the past and will greatly 
retard the future development of the Dominion unless 
the government sternly sets its face against the political 
control of railways and towards the establishment of 
sound financial principles in every part of the adminis- 
tration. 

Indeed, the financial failure of the railways has been 
one of the chief causes of the slow growth of railways 
during the past thirty years. From 1873 to 1878 nearly 
1,000 miles of line were built, an average of about 200 
miles a year; but in the thirty years from 1878 to 1908 
only 1,385 miles were built, an average of only 45 miles a 
year. This average would be fairly high if the railway 
system were practically complete and only a few minor 
extensions had to be made from time to time. But such 
is not the case. A section of the main trunk line between 
Auckland and Wellington, about 200 miles in length, 
has taken twenty-three years to build, altho it was the 
most important link in the whole system, and promised 
to develop a large and profitable traffic. “Apart from 
the fact that this dilatory method of construction has 
added enormously to the cost, it is appalling to think 
of the huge sum which the Dominion has paid in interest 
during construction, to say nothing of the returns which 
might have been gathered in and the settlement which 
would have been promoted, had the work been completed 
with reasonable dispatch.” * 

The causes of this delay and loss have been chiefly two. 
In the first place, the funds available for railway con- 
struction have been distributed, not to say frittered away, 
in various parts of the country, in the building of small 


1 The Press, Christchurch, September 23, 1908. 














690 QUARTERLY JOURNAL OF ECONOMICS 


bits of line, instead of being concentrated on one or two 
important works. This was largely due to political con- 
siderations. Secondly, the funds at the disposal of the 
government were limited, because the government could 
not advantageously borrow more than a certain amount 
every year, altho much larger sums were urgently re- 
quired. If the railways already built had been paying 
investments, earning the full interest on the capital cost, 
and, perhaps, a surplus to apply to betterments, a con- 
siderable sum now borrowed for ‘‘ additions to open lines”’ 
would have been available for new construction, and it 
would have been easy to borrow all the money needed 
for projected lines if only they promised, in their turn, 
to become paying investments. Thus the districts al- 
ready supplied with railways, by their narrow and selfish 
policy, have not only compelled the people who had no 
railways to contribute to the deficit, but have for years 
prevented these people from getting railways in districts 
that could be developed and could supply a profitable 
traffic.' 

The present Government is aware of these facts, and 
notwithstanding its own statements to the contrary, 
which must be regarded as dictated by political expediency, 
it does desire to make the railways pay. Hitherto pub- 
lic opinion has not been educated up to the point where 
it would sustain the Government in trying to apply com- 
mercial principles to railway management. But, largely 
because of the keen financial criticism of such men as Mr. 
Samuel Vaile, of Auckland, supported by the opposition 
in Parliament and a considerable section of the press,— 
a criticism severe, perhaps, at times, but salutary,— 
public opinion is changing, and would now probably sup- 
port the Government in trying to make the railways a 
financial success. What Mr. Victor Clark says of Aus- 


1 The Evening Post, November 13, 1908. 
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tralia, ‘‘The bad economy of building non-paying lines 
is now well understood,” * is coming to be true of New 
Zealand also, and doubtless in the near future the bad 
economy of non-paying operation, of all sorts of unprofit- 
able concessions, will be equally well understood. 

The Government is in a difficult situation. Here an 
undeveloped district is crying for a railway, there a rich 
and prosperous population is clamoring for concessions 
of every kind. On the one hand, the railway servants 
demand higher wages and shorter hours; on the other, 
the Department of Labor asks that railway construction 
be made subordinate to the provision of work for the un- 
employed. And yet the financial critics expect the rail- 
ways to pay interest on the capital cost and earn a sur- 
plus for ‘‘additions to open lines.”’ 

Nevertheless, the government is taking a stronger atti- 
tude than formerly. Intrenched behind a large parlia- 
mentary majority and supported by the criticisms of 
the opposition, it can afford to refuse the demands of 
nine-tenths of the petitioners, to accede to which would 
be to plunge the Dominion into hopeless bankruptcy. 
Sir Joseph Ward, in a recent speech in the House, made 
a most effective charge of inconsistency against those 
members who, in one breath, condemn the Government 
for extravagant expenditure and, in the next, ask favors 
of all kinds for their constituencies. He said: ‘‘ What 
is the use of any one indulging in what is nothing more 
or less than colossal hypocrisy, in urging that the Govern- 
ment should keep down the expenditure of loan money, 
in proclaiming that we have obtained too much loan 
money, when every honourable member knows that ever 
since the beginning of the session the Order Paper has 
been crowded every day with questions asking for new 
railways, asking for new public buildings, asking for in- 


1 Quarterly Journal of Economics, 1908. 
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creases in salaries and increases in wages of public em- 
ployees, asking for concessions in getting some of the pub- 
lic utilities services at less than cost price? They are 
asking for all these things from all parts of the Colony, 
and then they are talking to their constituencies in the 
direction of saying that the Government is living on bor- 
rowed money. The whole pretence of declaiming against 
borrowing money and at the same time appealing in other 
directions for large sums to be expended out of borrowed 
money is really political hypocrisy.’’* 

Notwithstanding the large financial losses of the rail- 
ways, practically nobody in New Zealand proposes pri- 
vate ownership as a remedy. The railways could prob- 
ably be sold for a sum at least equal to their capital cost, 
and it is probable that a private company could so oper- 
ate the lines as to pay interest on the cost of purchase, 
taxes on its property, and moderate but increasing divi- 
dends on its stock. From a merely financial point of 
view it would probably pay to sell the railways to a pri- 
vate company, which, like the railway companies of the 
United States and Canada, would do much to develop 
the varied resources of the country. Or the railways 
might be leased to a private company, as provided for in 
the Act,? and in this way the Government might have the 
burden of interest on the railway debt taken off its hands, 
and receive in addition a considerable rent for the mo- 
nopoly which the lessee would receive. 

But no such proposal would find favor in New Zealand. 
Sir George Grey once said in the House, ‘‘If we were to 
sell our railways, we should deal as great a blow at the 
future prosperity of New Zealand as it would be possible 
for our greatest enemies to achieve.” Even Mr. Vaile 
is a strong believer in government ownership, and says 


1 Parliamentary Debates, vol. 139, p. 622. July 24, 1907. 


2 An Act to consolidate and amend the Law relating to the Maintenance and 
Management of Government Railways, 64 Vict., 1900, Sect. 34. 
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of his own criticism of the railway administration, ‘‘ It 
has been anything but pleasant work for me to write as 
I have done, for I feel that my exposure of the utter fail- 
ure of the system in this country will be used against me 
and I fear that an agitation will arise for the sale of our 
lines.”* It would be highly presumptuous in the present 
writers to say that New Zealanders are wrong in this re- 
gard, for, while the sale of the railways to a private com- 
pany would probably yield good financial returns and 
further rather than retard the development of the coun- 
try, the creation of a great monopolistic corporation 
might introduce a source of corruption new to New Zealand 
political life, and for this reason, if for no other, the people 
of the Dominion may well rather bear the ills they have 
than fly to others that they know not of. 

Already there appears to be a strong tendency toward 
improvement in the railway administration, through the 
efforts of the Department itself, encouraged by whole- 
some criticism and suggestion from without.? One of the 
most interesting suggestions has originated with Mr. 
Vaile, who has for years devoted much time and thought 
to railway problems. Mr. Vaile invented the ‘‘stage 
system” of railway rates, in 1882, some years before the 
introduction of the well-known ‘‘zone system” of Hun- 
gary. Mr. Vaile’s system, however, is the reverse of the 
Hungarian, which gives better rates to urban than to 
rural districts, and thus furthers the concentration of 
population in cities. Mr. Vaile considers that the chief 
object of railway administration should be to prevent 
this concentration by distributing population and placing 
people upon the land. He would accomplish this end 
by making railway rates in rural districts very low and 
in urban districts relatively high. The country served 


1 New Zealand Railway Administration, by S. Vaile. Auckland, 1906. 


2 Railway Reform, a series of articles in the Evening Post by A. G. Stephens, 
beginning January 9, 1909, ending March 3. 
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by any railway would be divided into stages, short stages 
in thickly settled districts and long stages in the country, 
and the fares and freight charges would be the same for 
any stage, long or short. For example, the second-class 
passenger fare for a stage of 6 miles, from Auckland to 
Penrose, would be 4d. (8 cents, or 1.3 cents per mile), 
while for the same fare one could travel from Frankton 
to Te Kuiti, a distance of 41 miles, making only .1d. 
(.2 cent) per passenger-mile. In less-settled districts one 
might even travel 50 miles for the same fare of 4d. 
The chief effects of this system, as enumerated by Mr. 
Vaile, would be the distribution of population, the crea- 
tion of inland trade, a great increase in land values, and 
a large increase in railway revenue. Apparently, Mr. 
Vaile does not sufficiently consider the limits to the devel- 
opment of rural traffic and the financial loss which the 
Department would suffer if it had to carry a small traffic 
at such exceedingly low rates. New Zealand has not 
yet suffered much from congestion of population in great 
cities, but Mr. Vaile’s suggestions as to the distribution 
of population may yet have to be considered, especially 
in more highly developed industrial countries, where the 
growth of enormous cities constitutes a serious menace 
to the future welfare of the human race.' 

Again, it is proposed that the railways be once more 
placed in the hands of a commission of experts, who, to a 
large extent independent of political control, may ad- 
minister the system in a business-like way. The com- 
mission that had charge of the railways from 1889 to the 
end of 1894 has frequently been accused of despotism 
and inefficiency, but in reality its administration com- 
pares very favorably with that which preceded it, and 
the country gained little or nothing by reverting to direct 

1 Railways and Social Conditions, Auckland, 1904; Social Problems, Auck- 


land, 1899; The Railway Problem, Auckland, 1908; and various other pamphlets 
by Samuel Vaile. 
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parliamentary control. The general prosperity of New 
Zealand and of the world, since 1894, together with the 
fall in the rate of interest on New Zealand loans, has 
largely obscured the bad effects of political influence. 
But they have existed, nevertheless. Certainly, the Aus- 
tralian States, notably Victoria and New South Wales, 
seem to have benefited greatly by the introduction of 
the commission form of railway administration. A com- 
mission is not, and cannot be, wholly removed from politi- 
cal influence, but it is one step further away from that 
source of demoralization than a governmental depart- 
ment, with a cabinet minister at its head. A commis- 
sion can be a good deal more independent than a general 
manager who derives all of his power from the minister. 
The chief objections to a commission are that it is too 
independent, perhaps even despotic, not sufficiently in 
touch with the people and their needs, too conservative 
in policy, and liable to all the abuses characteristic of 
governmental bureaus,—abuses which it is very hard to 
eradicate.’ No doubt, the development of the civil service 
in every country shows a strong tendency towards a rigid- 
ity of system, which, like the induration of the arteries 
in the human body, is a sign of age rather than of youth 
and vigor, involving a lack of elasticity and adaptability 
to environment, inevitable, perhaps, but not to be taken 
as an indication of real progress. 

But the prospects of improvement in railway affairs 
are encouraging. After years of delay the main trunk 
line of the North Island has been finished, the successful 
Manawatu line has been purchased, the Government has 
determined upon a policy of concentration in railway 
construction, and, best of all, there has been a gratifying 
change of opinion with regard to the bad economy of 
building unprofitable lines and the equally bad economy 


1 Vaile, The Future Control of our Railways, Auckland, 1893; Parsons, 
Story of New Zealand, chap. 31. 
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of making unprofitable concessions at the expense of the 
tax-payers and those who have waited long for railways 
that never come. The new minister for railways, the 
Hon. J. A. Millar, has definitely abandoned the 3 per 
cent. policy, and stated in reply to a deputation asking 
for lower rates that the railways should at least pay inter- 
est, and that he did not believe in making the tax-payers 
pay for the users of the railways.’ Then, too, the Domin- 
ion is rapidly increasing in population and wealth, so 
that, unless the government goes into the construction 
of extensive unprofitable lines, the deficit should soon 
disappear, and there should be a surplus to apply, if not 
to the reduction of the debt, at least to improving the open 
lines. 

It cannot be sound policy for a country like New Zea- 
land, where the Government does so many things, to allow 
governmental enterprises to be carried on at a loss. Other 
countries can afford the luxury of deficits in the postal 
service and the like, because they merely play at gov- 
ernmental ownership, but to adopt this policy on a large 
scale would be to start upon the downward path that 
leads to ruin. Governmental property pays no taxes, 
and, when there is a deficit, it must fall, sooner or later, 
upon the tax-payer. Thus, with every extension of 
governmental activity, taxes would increase, while prop- 
erty subject to taxation would relatively decrease, and 
the burden would grow until it could no longer be borne. 
Then it would be clearly seen that the principles of 
sound private and public finance are essentially the same, 
and that a profit on public undertakings, the difference 
between revenue and expenditure, stands for a balance 
or excess of social utility over social cost. 

JAMES Epwarp LE RossIGNOL. 
Witu1aM Downie STEWART. 
1 Evening Post, January 26, 1909. 




















THE DECLINE IN THE RATIO OF BANKING 
CAPITAL TO LIABILITIES. 


SUMMARY. 


I. The decline has taken place, for the national banks, by abrupt 
drops in periods of business revival, with steadiness in intervening 
periods, 697.—Has extended to all classes of banks, 698.—Due proxi- 
mately to rapid increase of deposits, with stationary capital, 699.—II. 
The main cause has been an increase of lawful money supplied to the 
banks by the general public, 703.—III. The same tendency appears 
in the English banks, the Canadian banks, the State banks, 708.— 
IV. Thedecline not necessarily an indication of weakness, 712. 


a 


Critics of the national banks have often called atten- 
tion to the fact that the ratio of capital to total liabilities 
has fallen. But seemingly no one has noticed the curious 
way in which this fall has occurred. Practically, the whole 
decline of the ratio has taken place in two periods of rapid 
recovery from severe business depression,—1878-80 and 
1896-99. Table I. presents the facts succinctly. ‘Cap- 
ital liabilities” includes capital, surplus, and undivided 
profits. The ratios for each year are averages of the ratios 
computed from the reports made to the Comptroller of 
the Currency,—four a year from 1864 to 1869, five since 
1870. For 1909 only two reports are now available. 


TABLE I. 


Ratio or Carrrau Lrasruitres To Toray LiaBiuiries orf THE NATIONAL Banks, 
1864-1909. 





Years. 





.| Ratios. 
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The striking feature of this series of figures is not the 
drop in 1878-80 and again in 1896-99, but the relative 
steadiness of the ratios from 1864 to 1878, from 1880 to 
1896, and from 1899 to 1908. Within each of these periods 
the extreme range of the ratios is less than the fall from 
one period to the next. Further, the lowest ratio of each 
period is higher than the highest ratio of the succeeding 
period. These differences between the three periods of 
relatively steady ratios would be still more striking if the 
figures for the first four years, when the national banking 
system was in process of formation, were omitted. Through 
years of established prosperity, through years of panic, 
and through years of depression the capital of the national 
banks has expanded or contracted in proportion with changes 
in the volume of their liabilities to the public. But in 
periods of transition from prolonged business stagnation 
to business activity capital has fallen rapidly behind, and 
in after-years has never regained its former proportion. 
Recovery from minor crises, such as occurred in 1884 and 
1903, has been attended by changes similar in kind, but 
slight in degree. 

Closer examination shows that this change has extended 
to all of the classes into which the national banks are divided 
by the legal provisions regarding minimum reserves (Table 
II.).! 


1 This table is based upon only one report for each year because the Comptroller 
publishes summaries for the reserve city and country banks of the autumnal reports 
alone. But the variations in the ratio between different reports for the same year 
are so slight as to make the lack of fuller data of little moment. 
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TABLE II, 


Ratio oF Caprrau Liasiuities To ToraL LiaBILITIES IN THE VARIOUS CLASSES 
or NatTronat Banks, 1878 anp 1880, 1896 aNnD 1899.! 


























All R Philadel | New York 
eserve el- ew Yor 
National | Sountry | "Cit hia, and| Cit 
Banks. 2 Banks. Itimore| Banks. 
nks. 
October 11,1878 . . 35% 42% 383% 34% 20% 
October 11,1880 . . 30 37 25 29 17 
5% 5% 8% 5% 3% 
Central 
All Reserve New York 
National Country oon .. vn A 
Banks. Banks. Basie. Banks. 
October 6,1896 .. 30% 35% 29% 21% 19% 
September 7, 1899 21 27 18 12 ll 
9% 8% 11% 9% 8% 




















At the beginning of both periods, in 1878 and in 1896, 
the city banks had a decidedly lower ratio of capital to 
total liabilities than the country banks. But, nevertheless, 
the decline in the ratio during both periods was greater 
in the reserve cities than in the country. In New York, 
on the contrary, the decline was smaller than in the country 
in 1878-80, and the same as that in the country in 1896-99. 

Since the change occurred araong national banks of all 
classes, its cause may be sought in the Comptroller’s sum- 
maries of the “Aggregate Resources and Liabilities of the 
National Banks.’ Tables III. and IV. are based upon 
these summaries of the autumn reports of 1878 and 1880, 
1896 and 1899. To facilitate comparisons, the Comptroller’s 
statements have been condensed by combining similar 
items. 

Both tables show that the chief cause of the decline in 
the ratio of capital to total liabilities was an extremely rapid 
increase of deposits at times when capital was stationary 


1 Computed from tables in the Reports of the Comptroller of the Currency: 
1878, p. v;_ 1880, p. iv; 1896, p. 561; 1899, p. 419. 
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or declining. In the earlier period of business revival 
(1878-80) deposits increased more than $300 millions, 
while capital did not change: in the later period (1896-99) 
deposits increased more than $1,400 millions, while cap- 
ital actually declined $29 millions. In comparison with the 
vast increase of deposits, the changes in liabilities for notes 
and for miscellaneous items were almost negligible. Of 
course, the rapid growth of deposits swelled the total lia- 
bilities, so that the proportion borne to this total by the 
stationary or declining capital became rapidly less. 


TABLE III. 


Summary or THE Conprrion oF ALL Natronat Banks, Ocrosper 1, 1878, aNnD 
Ocroser 1, 1880. 





























: sn Relative Figures Per- 
Actual Figures Millions 
centages of Total Assets 
of Dollars. and Liabilities. 
| “ @ * pigs 
1878. | 1880. | Changes. | 1878. | 1880. | Changes. 
Capital, surplus, profits . 624 624 — 35.3% 29.6%| —5.7% 
— bank notes .. 302 317 t 15 17.1 15.1 —2.0 
eee 833 | 1,157 324 | a2 55.0 | +7.8 
bf er “iiabilities < eels 8 8 — 3 | —.1 
_ aes 1,767 | 2,106 +339 | 100.0% 100.0%) 
Loans and discounts . . 834] 1,041 | +207 | 47.2%] 49.4%] +2.2% 
United poms bonds and . "| ? 
ae ere 449 405 ——@6 | 25.4 19.3 —6.1 
Other bond beads and stocks . 37 49 +12 ; 21 23 | + 2 
Due from other banks 139 213; +74 | 7.9 10.1 | +2.2 
Exchanges, checks, and 
eashitems ..... 93 134 41 5.3 6.3 | t 1.0 
Lawful money... . . 128 174 46 7.1 83 | +1.2 
Other assets. ..... 87 90 3 5.0 4.3 — .7 
AL 53k wee le 1,767 | 2,106 +339 100.0% atti 
Analysis of deposits: | 
Individual deposits . . 623 878 +255 35.3%| 41.7%) +6.4% 
United States deposits, 45 11] —34 | 26 ‘6 | —20 
Bank deposits . . 165 268 +103 | 93 12.7 +3.4 
Gross deposits ..... 833 1,157 +324 47.2 55.0%| +7.8% 
See ery +209 






































DECLINE IN THE RATIO OF BANKING 701 


TABLE IV. 


Summary or THE ConpiT1on oF Att NatronaL Banks, Ocroser 6, 1896, AND 
SzrremBer 7, 1899. 




















Relative res Per- 
Actual Figures Millions 
centages of otal. Assets 
of Boll lars. and Liabilities. 
1896. | 1899. | Changes.| 1896. | 1899. | Changes. 
Capital, surplus, profits . 985 956 | = 29 | 30.2%) 20.5%) — 9.7% 
en bank notes . . 210 200 -—- 10 6.4 4.3 — 2.1 
4s «6 6 3 2,030 | 3,460 +1,430 | 62.2 74.5 +12.3 
Other | liabilities Reta 39 mi = & 1.2 7 — 6 
WM 8 6 «5 * 3,264 | 4,650 | +1,386 | 100.0%| 100.0% 
Loans and discounts . . 1,893 | 2,516 | + 623 58.0%| 54.1%) — 3.9% 
United States bonds and 
remiums...... 280 348 | 68 8.6 7.4 — 1.2 
Other bende and stocks . 189 320 131 5.8 6.9 t 1.1 
Due from other banks . 332 686 354 10.1 14.8 4.7 
Exchanges, checks, and 
ne eee 91 172 - §l 2.8 3.7 + 2 
Lawful money. ... . 343 466 123 10.6 10.1 — 6 
Other assets. ..... 136 142 6 4.1 3.0 — 1.1 
3,264 | 4,650 | +1,386 | 100.0%] 100.0% 
Analysis of deposits: 
Individual deposits . . | 1,600 | 2,452 | + 852) 49.1%] 52.8% 3.7% 
United States deposits, 15 79 + 64 4 1.7 1.3 
Bank deposits . . 415 929 | + 514{| 12.7 20.0 7.3 
Gross deposits ..... 2,030 | 3,460 | +1,430 | 62.2%) 74.5%) +12.3 
Net deposits. ..... 1,607 | 2,602 + 995 























Periods of depression and periods of established pros- 
perity present a sharp contrast to these periods of business 
revival, in that capital and demand liabilities rise or fall 
together instead of moving in opposite directions. Be- 
tween 1899 and 1907 capital rose $675 millions and deposits 
rose $2,616 millions; between 1892 and 1896 capital 
fell $42 millions and deposits fell $284 millions; between 
1880 and 1892 capital rose $403 millions and deposits rose 
$1,157 millions; between 1866 and 1873 capital rose $571 
millions, deposits rose $656 millions, and notes, then of 
greater relative importance, rose $294 millions. In only 
one period which can be confidently contrasted with our 
two periods of business revival did capital and deposits 
fail to coincide in the direction of their movements. This 


1 All of these comparisons are based upon tables like Tables III, and IV. for the 
fourth of the five reports made yearly to the Comptroller. 
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one period is 1873 to 1878. During it capital fell $42 
millions and deposits rose $20 millions. But the whole 
of this gain of deposits, and more, was due to an increase 
of deposits by the United States and its disbursing officers 
amounting to $29 millions, and brought about by Secre- 
tary Sherman’s refunding operations. Moreover, notes, 
which then as in the earliest period stood more nearly on 
a@ par with deposits, fell $37 millions. These years of 
panic and depression therefore make no real exception 
to the rule. 


Il. 


This contrast between periods of business revival, on the 
one hand, and periods of depression or prosperity, on the 
other hand, presents two problems. Why does not capital 
increase promptly when business revives, and what is 
the source of the great increase of deposits? 

An answer to the first question is given by the Comp- 
troller’s figures for the average net earnings of the national 
banks (Table V.). 

TABLE V. 


Ratro or THE Net Earninos or Att Natronat Banxs To CapiraL AND SURPLUS: 
BY Yzars, 1870-1908.) 





























Years Years Years Years 

ending Ratios. ending | Ratios. ending | Ratios. ending | Ratios. 
March 1. March 1. March 1. March 1. 

liieeiaiietae | 

1870 11.8% 1880 6.7% 1890 | 8.6% 1900 8.2% 

1871 10.4 1881 8.4 1891 | 8.9 1901 | 10.0 

1872 10.2 1882 9.5 1892 | 7.8 1902 10.5 

1873 10.7 1883 8.6 1893 7.4 1903 10.1 

1874 10.3 1884 8.6 1894 | 5.6 1904 | 10.4 

1875 9.5 6.9 1895 | 5.0 1905 | 9.0 

1876 8.1 1886 7.3 1896 | 5.4 1906 | 9.5 

1877 6.3 1887 8.5 1897 5.4 1907 | 12.3 

1878 5.3 1888 8.8 1898 | 5.2 1908 | 91 

1879 4.8 1889 8.7 1899 | 5.8 | 

1 Report of the Comptroller of the Currency, 1908, p. 228. The ratios are not 

averages of similar figures for each national bank, but the quotients obtained by 
dividing the aggregate net earnings of al] banks by their aggregate capital and 


surplus. The Comptroller gives 16.4 per cent. for 1907, explaining that this ratio 
covers four extra months, March to June, 1907. I have therefore subtracted one- 
quarter from this ratio to make the figure comparable with that for other years. 
I assume that the figure for 1908 covers July 1, 1907, to June 30, 1908. 
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SumMMaRY. 


Years ending March 1. 


Both in the seventies and in the nineties the years pre- 
ceding the fall of the ratio were years of low net earnings, 
which discouraged the investment of capital in the banking 
business. Few new banks were established; some old banks 
went bankrupt; others went into voluntary liquidation; still 
others remained in business, but reduced their capital. 
After the panic of 1873 the number of national banks con- 
tinued to grow until June 30, 1876; but then the number 
fell from 2,091 to 2,048 on October 2, 1879. Meanwhile 
the average capital, surplus, and undivided profits of 
the banks in business declined from $324,000 to $298,000. 
After the panic of 1893 the loss of numbers began more 
promptly and became much greater. May 4, 1893, the 
number stood 3,830. From that point there was an al- 
most unbroken fall to 3,579 on February 4, 1899. Be- 
tween these dates the average capital liabilities were re- 
duced from $272,000 to $263,000. 

But these reports of October 2, 1879, and February 
4, 1899, which show the lowest points touched by capital 
liabilities, are not the reports which show the lowest ratios 
of capital to total liabilities. For, tho capital began to 
increase again, its growth was slow for some time. And 
the table of net earnings explains that fact. Revival 
of business activity may be dated from the autumn of 1879 
in the earlier case and from the autumn of 1897 in the later. 
But net earnings did not rise to the moderately profitable 
level of 8 per cent. until the twelve months ending March 
1 of 1881 and 1900, respectively. These records seem to 
put banking among the trades which recover slowly from 
business depression. That banking should be slow in 
attracting new investments of capital is therefore to be 
expected. 

The source of the great increase of deposits is not so 
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simple a matter to determine as it may seem. For deposits 
may be augmented not only by an inflow of actual cash 
from individual customers, from public and private cor- 
porations, or from other banks, but they may also be 
augmented by the lending of deposit credits and the deposit 
of checks drawn against such credits. It is, therefore, 
necessary to scrutinize the changes in the deposit, loan, and 
cash accounts somewhat closely. 

Table III. shows that deposits increased $324 millions 
between October 1 of 1878 and of 1880. But from this 
gross amount there should be deducted two items which 
represent duplications,—the $74 millions of increase in sums 
due from other banks and the $41 millions of increase in 
exchanges for the clearing house, checks, and cash items.’ 
There remains a net increase in deposits of $209 millions. 
Since the increase in loans was $207 millions, it may be 
thought that the growth of deposits during this period of 
business revival was due almost wholly to freer lending of 
deposit credits, and hardly at all to an inflow of funds from 
customers. But there is a further question: How were the 
banks enabled to increase their loans of deposit credits? 
To expand deposit credits by lending ordinarily requires 
an expansion of lawful money reserves. In fact, the banks 
increased their holdings of lawful money at a slightly faster 
pace than their deposits grew, for the proportion of reserve 
against net deposits, computed as above, rose from 21.3 per 
cent. to 21.5 per cent. The additional $46 millions of re- 
serve money did not come from the stockholders, for there 
was no increase of capital, surplus, and profits. It did 
not come from sales of bank property, for, tho the banks 
sold $44 millions of United States bonds, they had to pay 
back $34 millions of United States deposits, and they in- 
creased their holdings of other bonds and stocks and of 


1A portion of the latter sums belongs in the accounts of banks other than 
national. The estimate of increase in net deposits which results is, therefore, 
conservative. The method of computing net deposits followed here differs from 
that of the Comptroller in that (1) United States deposits are included, (2) sums 
due from reserve agents are treated like other sums due from banks, and (3) that 
bills of other national banks are left out of account. 
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miscellaneous property by $15 millions. It must there- 
fore have come from depositors. In other words, the in- 
crease of deposits was brought about by an increase of 
money supplied to the banks by the general public. This 
increase of money then became the basis for a further 
increase of deposits through larger loans. 

The later case is far more striking. Net deposits increased 
$995 millions, of which we may assign $64 millions to the 
United States, $160 millions to banks other than national, 
and $771 millions to individual depositors. Meanwhile the 
gain in loans was $623 millions, or $372 millions less than. 
the gain in net deposits. Once, again, this gain in loans was. 
itself ultimately due to increased deposits of lawful money. 
For of the $123 millions gain in reserve, not a dollar was. 
provided by the stockholders or by sale of other bank 
property. On the contrary, the stockholders withdrew 
$29 millions of their capital, and at the same time put 
$205 millions additional into the United States or other 
bonds and stocks and into miscellaneous investments. So 
freely, indeed, did the banks use the increased funds put 
at their disposal by the public in withdrawing capital,. 
buying securities, and extending loans, that they reduced 
the proportion of their reserve from 21.2 per cent. of net 
deposits to 17.9 per cent. 

In this second period the fall in the ratio of capital to 
total liabilities was considerably greater than in the first 
period of business revival. The summary of Table I. shows 
a drop of six points in this ratio between the averages for 
1864-78 and 1880-96, and a drop of ten points between the 
averages for 1880-96 and 1899-1908. Table III. makes the 
drop 5.7 points, Table IV. 9.7. Part of the difference is 
due to the fact that capital remained stable from 1878-80, 
and government deposits decreased, while in 1896-99 capital 
fell and government deposits increased. But, if we alter 
the figures for the later period to correspond with those of 
the earlier period in these respects,—that is, if we take capi- 
tal in 1899 the same as in 1896, and government deposits 
less than in 1896 by three-quarters,—the ratio of capital to 
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total liabilities is raised only to 21.4 per cent., and the drop 
in the ratio still remains considerably greater than in 
1878-80—8.8 as against 5.7 points. The remaining differ- 
ence is due to the more rapid growth of deposits at the 
later period.' 

This increased deposit of money in the banks is shown 
from another side by the Comptroller’s figures for the dis- 
tribution of money between the banks and the public. 
Between the Ist of July, 1896 and 1899, the treasury re- 
leased about $8 millions of the sums it had been hoarding.’ 
There was also an increase of about $390 millions in the 
total stock of money in the country. Thus the banks and 
the public had about $398 millions of additional money 
to divide between themselves. In 1896 the public held 
65 per cent. of all money outside of the treasury, and the 
banks held 35 per cent. But, as the stock increased, the 
division between the public and the banks altered in favor 
of the latter, so that on July 1, 1899, they held 38 per cent. 
against 62 per cent. for the public.® 

In times of business revival, then, the great increase of 
mational bank deposits has been brought about by the 
actual deposit of more money in the banks. The business 
public has supplied the banks with funds, which the banks 
have employed to increase their profits. In part they have 
treated the additional funds as reserves against which 
they have lent larger deposit credits, thus increasing deposits 
still further; in part they have bought more interest-bearing 
securities; in part they have distributed funds to stock- 

1 Probably some connection exists between this faster growth of deposits and 
the fall] in the ratio of reserve from 21.2 per cent. in 1896 to 17.9 per cent. in 1899, 
for in 1878-80 this ratio increased from 21.3 to 21.5 per cent. But much stress 
cannot be laid upon this difference between the periods, since the increase of loans 
‘was much greater in comparison with deposits in 1878-80. Even if the gain in 


other bonds and stocks be added to the gain in loans as a source of deposit credits, 
the difference between the two periods is but little reduced. 


2See F. W. Taussig, ‘‘The United States Treasury in 1894-96,” Quarterly 
Journal of Economics, January, 1899. 

3 The Comptroller has not introduced into these figures the revision made by 
the Director of the Mint in his estimate of the stock of gold. Were this change 
made, the share of the banks would be 38 per cent. in 1896 and 40 per cent. in 1899. 
Similar statistics are not available for 1878-80. 




















DECLINE IN THE RATIO OF BANKING 707 


holders, thus reducing their capital. These changes have 
all conduced towards increasing the percentage of net earn- 
ings by increasing the actual income or by decreasing the 
capital upon which the percentage is computed. The result 
has been that the low earnings of years of depression have 
been raised once more to attractive figures. Then stock- 
holders have again begun to provide from their own pockets 
the additional funds required by expanding business, and 
the fall in the ratio of capital to total liabilities has been 
checked. 


The United States seems now to be entering upon another 
period of business revival, similar to the revivals of 1878-80 
and 1896-99. Will another decline in the ratio of capital to 
liabilities take place? All the experience summarized in 
Table I. suggests that it will. Indeed, a slight decline has 
already occurred, as the following figures for the successive 
reports to the Comptroller since the summer of 1907 show: 


Date of Report. Ratio. 

ee 19.4% 
Deter S 2 wt te 19.6 
1908. February 14............. 19.6 
. 2 za ee ee 19.4 
a a ee ee 19.1 
September 23 ............ 18.7 
November 27 .........4..-. 18.5 
en 18.4 
MES, 3s 6 6% Be le ww 18.5 


But, apart from the fact that the ratio is already on a lower 
level than in 1896, there is reason for expecting any further 
change to be small in comparison with the ten point drop 
of the later nineties. If the depression following the panic 
of 1907 is already over, it must rank as a disturbance of 
business conditions far less protracted than the disturbances 
following the panics of 1893 and 1873. So far the capital 
of the national banks has not been diminished. Only the 
rapidity of its growth has been checked, and that but 
slightly. Whatever change occurs, therefore, seems likely 
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to be caused solely by the growth of deposit or note liabili- 
ties, without the contributory influence of falling capital. 


ITI. 


Neither the decline in the ratio of banking capital to 
liabilities, nor the occurrence of this decline in periods of 
returning prosperity, is peculiar to the national banks. 
Table VI. shows that similar changes have taken place in 
three other important groups of banks.’ The English joint- 
stock banks, which had a much lower ratio in the seventies; 
the Canadian banks, which had a much higher ratio; and the 
State banks, which had, approximately, the same ratio,— 
all, like the national banks, have failed to increase their 
capital in proportion to the growth of their total liabilities. 


1The figures for the American State banks cannot be carried back of 1873, 
for that was the first year the Comptroller of the Currency was authorized to call 
upon State officials for reports. These data, moreover, are less satisfactory than 
those for the national banks in that they refer to but one day of the year—about 
the lst of July —and in that not all institutions of the class are represented. The 
Canadian data are based upon annual averages of the monthly reports made to 
the Minister of Finance. These reports do not show the undivided profits of the 
banks. Accordingly, the aggregate liabilities to stockholders have been computed 
by subtracting the liabilities to others from the total assets. The English data 
are derived from the tabular statement published by the London Economist in 
October of each year, beginning with 1877. The Bank of England is omitted, and 
the returns for 1877 are not used because of the relative incompleteness of the 
Economist’s first attempt to compile a summary for all joint-stock banks. 
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TABLE VI. 
Ratio or Carrrat Liasruitizs To Toray LiaBiLirizs OF THE NATIONAL Banks, 
vue Strate Banxs, THE CANADIAN BANKS, AND THE JOINT-STOCK BANKS OF 
ENGLAND AND WALES. 
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Data from the Reports of the Comptroller of the Currency, the Canadian Year Book, 





and the London Economist. 























Years. National State - | cap Gestion English 
Banks. | Banks. Banks. 
; | | 
1868 . 35% sa 44% —_ 
1869 . 36 — 41 — 
1870 . 37 — | 8 ~ 
1871 . 35 _> | 36 _ 
1872 . 36 | 39 _ 
1873 . 37 31 % 40 —_ 
1874 . 36 31 38 _ 
1875 . 37 28 44 —_ 
1876 . 38 35 46 — 
1877 . 37 35 45 _ 
1878 . 36 41 46 15% 
1879. 32 40 44 16 
1880 . 30 33 39 16 
1881 . 28 29 37 16 
1882 . 29 28 34 16 
1883 . 30 27 36 17 
1884 . 32 30 38 16 
1885 . 31 30 37 16 
1886 . 31 28 36 16 
1887 . 31 28 35 16 
1888 . 31 32 33 15 
1889 . 30 29 32 15 
1890 . 31 30 32 15 
1891 . 32 32 30 15 
1892 . 29 31 29 15 
1893 . 31 31 28 15 
1894. 29 32 28 15 
1895 . 29 31 27 13 
896. 30 30 28 12 
1897 . 27 29 26 12 
1898 . 24 25 24 12 
1899 . 21 21 23 12 
1900 . 20 21 22 12 
1901 . 19 19 21 12 
1902 20 19 20 12 
1903 21 20 21 12 
1904 20 20 20 12 
1905 19 19 19 12 
1906 19 18 19 11 
1907 19 18 19 11 
1908 19 18 19 11 
1909 18 
SumMarRY. 








National banks 
State banks . 


Canadian banks . 


English banks . 


7 


| 


Average Ratios by Periods. 











| To 1878. | 1880-96. . | 1800-1908. 
36% 30% 20% 
34 30 19 
41 33 20 
— 15 12 
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The summary shows, further, that the decline in the 
ratios for these other groups of banks can be forced to fit 
into the periods marked off by the record of the national 
banks. For our own State banks these periods fit well. 
Independent examination of their ratios would suggest 
1878-81 and 1896-99 as the years of shifting to permanently 
lower levels. The chief differences between the movements 
for the State and national banks is found in the less steady 
State-bank ratios during periods of depression and periods 
of prosperity. But this difference is trifling for 1881-96 
and for 1899-08. It is marked only for 1873-78, and may 
be due to imperfections in the earlier returns. 

The English ratios, on the other hand, suggest a division 
into somewhat different periods, divided from one another 
by changes much slighter than have occurred among the 
American banks because the ratios have long been so much 
lower in England. The first change came between 1887 
and 1888. England suffered a far more severe business 
depression in 1884-86 than the United States,—a depres- 
sion so severe that a Royal Commission was issued to inquire 
' into the depression of trade and industry. Accordingly, 
the years 1887 and 1888 had much more the character of 
a business revival than with us. It is, therefore, rather a 
confirmation than a contradiction of inferences from the 
record of the national banks to find the English ratio drop- 
ping slightly at a time when the American ratio was nearly 
stable. A second and greater fall occurred in 1894-96. 
Aside from the less degree of change, the sole difference 
from American experience is that the fall began two years 
earlier in England. But this difference also is in strict 
accordance with expectations based upon the previous 
study, for trade revived in England after the crisis of 1890 
earlier than trade revived in the United States after the 
crisis of 1893. Finally, the English ratio fell one point 
more in 1905-06, when the country was recovering from 
the hard times which followed the Boer War. 

The Canadian ratios, likewise, show certain divergencies 
from those for the United States, but divergencies which 
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seem to be connected with the course of business cycles. 
In 1867 the failure of the Commercial Bank was followed by 
runs upon other banks, by restriction of credit accommo- 
dation in the busy autumn season, and by commercial 
stagnation.! Next year a period of great activity began, 
and in 1868-70 the ratio of capital to total liabilities fell from 
44 per cent. to 36 per cent. However, there followed a sub- 
stantial recovery in the ratio in 1871—-76,—a recovery which 
finds no parallel in the other groups of banks. Changes in 
business conditions, in banking legislation, and in banking 
competition, seem to account for the alteration. The banks 
began to apply the brake to the over-rapid progress of 
business as early as 1872. In 1873 there was no panic, 
and severe stringency did not begin until 1875. Meanwhile 
the legislature began in 1871, to insert in new bank charters 
a clause providing that, if $100,000 of the capital were not 
certified as paid within one year, the charter should be 
forfeited for non-user. Finally, the banks were engaged in 
a competitive struggle to increase their capitals and “rests.”’ 
Part of the large gain in capital which resulted was fictitious 
according to Mr. Breckenridge, being represented by loans 
upon the security of shares in other banks or by advances 
to a hank’s own stockholders.? 

After 1876 the Canadian ratios pursue a course similar 
in character to the others represented in Table V. A shift 
to a permanently lower level came in 1878-81, and a second 
slighter drop in 1887-93, when the movement in Canada 
seems to stand half-way between that in the United States 
and in England. There was again stability during the hard 
times of 1893-96, and another fall during the business 
revival of 1896-1900. Since then the Canadian ratios have 
been almost exactly the same as those for the national 
banks. 


1R. M. Breckenridge, The Canadian Banking System, pp. 185-191. 
2 Pages 266-270. 
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IV. 

Whether the decline which has occurred so generally in 
the proportion of bank funds supplied by the stockholders 
seriously weakens the banks is a question to which two 
answers are given. Dr. Frederick A. Cleveland, for ex- 
ample, one of the best-equipped critics of the national 
banking system, holds that the stockholders should furnish 
their banks with sufficient funds to provide office equipment 
and an adequate money reserve; that is, sufficient money 
to meet demands for payment on all the credit which the 
bank is able to sell. He compares a bank which relies for 
reserve upon money deposited with it by customers to 
“a railroad that is carrying a part of its construction on 
floating debt, or a manufacturer who has supplied himself 
with machinery by means of demand loans.” And he esti- 
mated in January, 1908, that his rule would require the 
addition of not far from $500,000,000 to the capital of 
national banks.’ 

The material which has been presented, however, need 
not lead to such conclusions as Dr. Cleveland draws. Our 
city banks have a record quite as good as that of our country 
banks, and yet Table II. shows them to have a much smaller 
ratio of capital to total liabilities. The English joint-stock 
banks have not, like our banks, been compelled to suspend 
payments twice in fifteen years, and yet their ratios have 
long been far less than ours. It is also a striking fact that 
the decline in the ratios has occurred chiefly in those very 
periods when confidence in the banks and in business con- 
ditions has been increasing and partly because of that very 
increase of confidence. The question of the strength and 
elasticity of banking systems is a question of the reserves 
carried in proportion to deposits, of the perfection of organ- 
ization which enables the banks to make the most effective 
use of these reserves, and of the sagacity of banking prac- 
tise in keeping assets liquid and acting boldly in the face 


1F, A. Cleveland, The Bank and the Treasury. New edition, 1908. Intro- 
duction, pp. xix and xxviii. 
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of crises. If the banks of the United States, Canada, or 
England, are weaker now than in the seventies,—which is 
by no means sure,—the cause must be sought in a decline 
of reserves not offset by higher organization or more saga- 
cious practise. Adequate treatment of this large subject 
would require far more space than is available here. But 
the opinion may be ventured that the decline in the ratio 
of capital to total liabilities is not an element of danger 
unless it is accompanied by changes for the worse in some 
one of the respects mentioned. 

On the contrary, it may be suggested that the inpour of 
millions of customers’ money at times of business revival 
promotes the recovery out of which it grows. For a heavy 
increase of deposits on which no interest or a low interest 
is paid gives the banks a basis for far larger loans than 
they could otherwise make. Competition between them 
for the available business prevents interest rates from ris- 
ing so rapidly as they would if the stockholders them- 
selves had to provide the whole increase of funds. And 
the fact that there is seldom a recurrence to the old ratio 
of capital to liabilities during the subsequent years of pros- 
perity means that the banks, with their larger proportion 
of depositors’ money, are able to do more business with 
the same capital investment. From this standpoint the 
change means a more efficient utilization of the community’s 
current funds. 

Wester C. MITCHELL. 


UNIVERSITY OF CALIFORNIA. 








NOTES AND MEMORANDA. 


A PROBLEM IN DEFERRED PAYMENTS AND THE 
TABULAR STANDARD. 


The intended purpose of a tabular standard for deferred 
contracts is to shield both borrowers and lenders from losses 
due to unforeseen changes in the value of the money unit. 
The ideal is that contracting parties should, in general, be 
able to count on receiving or paying back with interest an 
equivalent amount, or purchasing power over an equivalent 
amount, of certain goods. 

Any individual lender might feel satisfied to get back an 
equivalent amount, plus interest, of the particular goods he 
wished to use. But if in the mean time those goods in- 
creased in value compared to others, he would be more than 
equally well off. Even tho the goods in question were the 
ones it was his original intention to use, the fact that for 
them he can now purchase a larger amount of other goods 
than formerly may induce him to exchange part of them for 
these other goods when without the relative change in values 
he would not have done so. In that case he has gained by 
this change. So a borrower, if he were to pay back an equiv- 
alent amount of certain goods, plus interest, and if these 
goods appreciated in value relative to the goods he was 
engaged in producing, so that he had to pay back, measured 
in the latter, a considerably larger amount than he borrowed, 
would be a loser by the shifting of relative values. The ideal, 
then, has been to include in the index number expressing 
the general price level different elements, so that what 
would be returned (in contracts based on a tabular stand- 
ard) would be purchasing power over an equivalent 
amount of goods in general. 

It is therefore impossible to assume that repayment 
should be equivalence of purchasing power over any one thing 
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or any small group of things. But there might be some 
question whether there should be repaid purchasing power 
over an equivalent amount of capital, of investment goods, 
or purchasing power over an equivalent amount of income 
services, an equivalent amount of consumption goods. 
The form of index number will be different according as we 
adopt the one or the other standard or a standard between 
the two. In the one case we should make our index number 
for the price level of any year by comparing the prices of 
each kind of existing capital, for some point of time in that 
year, with the prices for the corresponding point in the year 
selected as a standard. Then we should take an average 
of these ratios, weighting each ratio by the existing value, 
at the standard year price,’ of that kind of capital, the value 
at an instant of time. In the other case we should construct 
our index number from the prices of goods consumed during 
the years compared, weighting each price ratio by the value, 
at the standard year price, of that kind of goods consumed 
during a period of time, probably the year of which the price 
leve: was desired. It can easily be seen that, at least in 
theory, there may be a marked difference in the results likely 
to be reached by these two methods, and that either one 
may cause unforeseen injury to those whose special circum- 
stances are better adapted to the other. 

Let us first consider capital as a standard, repayment to 
be in purchasing power over an equivalent amount of capital, 
with interest. Let us assume a contract to be made, between 
a borrower and a lender, on this basis. If, then, before the 
time of repayment the rate of interest rises, the value of 
durable capital will fall as compared to the value of services 
and the more consumable forms of wealth, since the value 
of any article is the discounted value of its future earnings 
or of its future services. Then to settle the contract by 


1See Walsh, The Measurement of General Exchange-Value, p. 541, and the 
references there given. This weighting by the quantity in the given year times 
the price of the standard year is followed also by Professor Irving Fisher in The 
Réle of Capital in Economic Theory (Economic Journal, December, 1897, vol. 7, 
pp. 516 and 517), and the most complete defense of it is to be found in Professor 
Fisher’s unpublished lectures. 
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repaying an equivalent purchasing power over durable 
capital would be to settle it by repaying less than an equiva- 
lent purchasing power over consumption goods. The 
borrower would have gained and the lender would have 
lost. Certainly, a borrower who had contracted the loan 
for the sake of immediate consumption might be regarded 
as having profited by the change in relative values. On 
the other hand, a lender who, had he not made the loan, 
would have spent the amount in enjoyment, is a loser. 
These relative positions of borrower and lender are reversed 
if, instead of rising, the rate of interest falls. 

Let us next assume the income standard, repayment being 
made in an amount of income services and consumable 
goods equivalent to that borrowed plus interest. If, then, 
the rate of interest rises during the period of contract, the 
value of durable capital (its future services being discounted 
less) will be higher in comparison to the value of these ser- 
vices and the value of consumption goods. Consequently, 
repayment of the same purchasing power over income (e.g., 
in the form of services, such as shelter, and consumable 
goods) means repayment of a less purchasing power over 
capital in such forms as factories and machinery. Hence 
the borrower, if the purpose of his borrowing was to invest 
in these forms of capital, is a gainer, since he repays less 
(not allowing for interest) than he borrowed. The difference 
is hisown. Obviously, what the borrower gains, the lender, 
if lending is with him an alternative not to consuming, but 
to investing, loses. He might have invested in a factory, 
enjoyed the interest, and still at the end of the period had 
the same factory. By lending, he gets back an equivalent 
purchasing power over consumption goods, but not an 
equivalent purchasing power over capital. If we assume 
that during the period of the contract the rate of interest 
falls instead of rising, then the borrower will lose and the 
lender will gain. 

The borrower is not necessarily or even usually a spend- 
thrift. He does not necessarily borrow as an alternative to 
going without present gratifications, but may borrow as an 
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alternative to missing a business opportunity. He may 
borrow, for example, to buy durable capital instead of 
consumption goods. Hence the assumption that he should 
pay back an equivalent of consumption goods, whether or 
no he pays back an equivalent of production capital, is un- 
justified. On the other hand, the lender is not necessarily 
a person who, except for the stimulus of the loan contract, 
would have been a spender. He is a man of three options, 
not merely of two. He has a choice of spending for immedi- 
ate pleasure, of investing for remote returns, or of lending. 
If lending were an alternative merely of spending for imme- 
diate gratifications, it might seem that a proper tabular 
standard would return him an equivalent amount, with inter- 
est, of purchasing power over such gratifications. But since 
lending may be instead an alternative to investing, it might 
equally well be claimed that the lender should get back pur- 
chasing power, with interest, over an amount of capital 
equivalent to what he might have invested in at the start, 
had he not made loans. It is true that enjoyment is the 
aim of all economic effort, but this enjoyment may be in- 
tended for a later date than the termination of the loan 
contract. A tabular standard to be applied by both bor- 
rower and lender in the large majority of loan contracts 
shuuld therefore take account of all the alternatives open to 
all parties, and should accordingly be based on both durable 
capital goods and income or consumption goods. 

The problem of how to include both capital and con- 
sumption goods or income in the same index number and 
give each a proper weighting is in theory insoluble. Capital 
and income are not commensurable terms. Capital is a stock 
existing at a point of time, while income is a flow through 
a period of time.’ How long a period shall we consider in 
reckoning the values of the consumable goods equivalent in 
weight for our index number with the value of capital ex- 
isting at an instant of time? Shall the value of a railroad 
be given an importance in the general average equivalent 
to the value of wheat consumed in a month or six months 


1See Irving Fisher, The Nature of Capital and Income, p. 52. 
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or a year? If the money value of the railroad has doubled, 
while that of theatre tickets has tripled, how shall we de- 
termine the importance in the general average to be given 
to each? The only solution of the difficulty is really not a 
solution. It is to weight the price change of each kind of 
goods in proportion neither to an existing stock nor to con- 
sumption during any period, but in proportion to the value 
of the exchanges of that kind of goods during a period,— 
as, for example, a year. This form of index number is a 
practical compromise between the two suggested standards 
of capital and income. It is, furthermore, the form of index 
number which grows logically out of the equation of mone- 
tary circulation.’ 

Harry G. Brown. 


Yaue UNIVERSITY. 





TAX REFORM IN WASHINGTON: THE EXEMP- 
TION OF INTANGIBLES. 


The Washington State Board of Tax Commissioners was 
organized in the summer of 1905 under the authority of 
a law passed at the legislative session of that year. As a 
permanent board, it was given comprehensive powers of 
investigation and supervision. It was especially directed 
to make a careful study of the revenue systems of other 
states and countries, so far as that could be done by cor- 
respondence and the examination of reports and statistics, 
and to report to the governor any changes in the revenue 
laws of the State that might seem desirable. The board 
quickly demonstrated the need of its services, and an effort 
in the legislative session of 1909 to secure its abolition was 
readily defeated. 

Tho one of the youngest of American commonwealths, 


1See Irving Fisher, Review of Walsh on The Measurement of General Ex- 
change-Value, in Yale Review, xi. iii. (May, 1902). 
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Washington is firmly bound by its constitution to the gen- 
eral property tax. It is, accordingly, from this source that 
most of its revenue is derived, tho something is gained 
from “indirect” taxes, such as privilege and license taxes, 
and from the inheritance tax. The constitution stands 
squarely in the way of any comprehensive reform, requiring 
the taxation of practically all property in the State at a 
uniform rate. Provision is made for the deduction of debts 
from credits, and for the exemption of governmental prop- 
erty “and such other property as the legislature may by 
general laws provide.’”’ This last clause, however, seems to 
apply to the exemption of property used for public or quasi- 
public purposes, such as that of educational, charitable, 
and religious institutions, rather than to the exemption of 
special forms of property. The legislature is specifically 
given power to grant exemption of personal property, under 
certain circumstances, to the amount of $300. In general, 
however, the constitutional provisions are rigid. All prop- 
erty must be taxed, and it must be taxed at a uniform rate. 

In their first biennial report the Commissioners made a 
number of important recommendations. The partial ac- 
ceptance of these in regard to the State depositary laws, 
the taxation of express, private car, and insurance com- 
panies, and licenses, was followed by an increase in the 
revenue from these sources of $315,628.83. The accept- 
ance of the recommendation that the assessment of rail- 
roads be placed in the hands of the Tax Commissioners, 
together with a physical valuation of most of the steam 
railroads by the State Railroad Commission, resulted in 
the raising of the assessment from $44,109,495 in 1906 to 
$84,619,342 in 1908.? 

That the general property tax, as applied to moneys and 
credits, was ineffective and a source of gross injustice, was 
& point on which the Commissioners were well agreed. 
Concerning the remedy, there was such a difference of 
opinion as to lead to a separate statement from each of the 


1 State Board cf Tax Commissioners. Second Biennial Report, p. 15. 


Loe. cit., p. 19. 
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Commissioners. Two of these, however, are so well in 
accord that they may be regarded as a majority report. 
These members held that moneys and credits, like all other 
property not used for public or quasi-public purposes, 
should be taxed; but that it should be taxed at a moderate 
rate. Toso tax them was, of course, unconstitutional, and 
the majority of the board recommended that there be sub- 
mitted to the people a constitutional amendment that 
would permit this reform and such others as might seem 
desirable. The third member of the board recommended 
the total exemption of such property from taxation. 

As regards the injustice and ineffectiveness of the general 
property tax, little need be said. The experience of Wash- 
ington is not essentially different from that of other states. 
In the main, intangible property has escaped, tho the tax 
has been paid by the very conscientious and by those who 
are not able to make use of the ordinary means of evasion. 
According to the assessment of 1906, the last in which a 
thorough-going attempt seems to have been made to list 
all property of this sort, the total amount listed was: *— 


Moneys and credits of banks, bankers, brokers, etc. .. $4,857,482 
Moneys on hand oron deposit. ........... 3,151,452 
Notes, accounts, tax certificates, warrants, and other 
eet oe ag ge a 3,016,960 
Bonds, stocks, and shares. .......2.2.2.2... 709,030 
NS og he. 9d So ow we ee $11,734,924 
Total personal property ............ 82,151,507 
Total property, realand personal ........ 530,209,882 


In the opinion of the Board of Tax Commissioners, at least 
half of the property owned in the State is personalty. 

The legislature of 1907 practically accepted both the 
majority and the minority reports of the Commissioners. 
It passed a law the effect of which was to amend the defi- 
nition of personal property by the insertion of the clause, 
“ Provided, That mortgages, notes, accounts, moneys, cer- 
tificates of deposit, tax certificates, judgments, state, county, 


1 State Board of Tax Commissioners. First Biennial Report, pp. 273 and 289. 











NOTES AND MEMORANDA 721 


municipal and school district bonds and warrants shall 
not be considered as property for the purpose of this chap- 
ter, and no deduction shall hereafter be allowed on account 
of an indebtedness owed.”’* Tho corporate securities are 
not specifically mentioned in this law, it seems to be gen- 
erally conceded that it applies to them as well as to all 
other forms of property commonly known as intangibles. 
At the same session it was voted that there be submitted 
to the people an amendment to the constitution giving the 
powers recommended by the majority of the State Board 
of Tax Commissioners. 

The exemption of intangibles was promptly contested in 
the courts, a writ of mandamus being issued, directing the 
assessor of Lincoln County to list the property exempted 
by the act. While the contest was still before the courts, 
the assessment of 1908, the first under the new law, was 
made. The Board of Tax Commissioners advised the 
assessors of the various counties that all such property 
should be listed, but some of them refused to list it. On 
August 1 the Supreme Court of the State, by a majority 
of four to one, held that the statute was constitutional 
except so far as it applied to moneys.? 

Aside from the purely technical complaint that the act 
was void by reason of a defect in its title, the ground on 
which the court was asked to annul it was that it was in 
violation of that clause in the constitution which requires 
the taxation of all property in the State except that specially 
exempted. The position taken by the court was that sub- 
stantially all the property in the State can be taxed without 
the taxation of credits,—that to tax them is double taxation. 
“Double taxation,” it said, “should be avoided as far as 
possible, and in any event the constitution should not be 
so construed as to require it.’ Moreover, the constitution 
makes it just as imperative that taxation on all property 
should be uniform and equal as it does that all property 
shall be taxed. It is a matter of common knowledge that 


1 Revenue Laws of the State of Washington, 1907, p. 5. 
2 State ex rel. Wolfe v. Parmenter, 50 Wash. pp. 164-184. 
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the attempt to tax credits is one of the most fruitful sources 
of inequality in taxation, and the legislature, doubtless, had 
| this in mind when it passed the law. Money, however, 
“possesses such value by way of immediate purchasing or 
exchange powers as, in effect, robs it of a mere representa- 
tive character and clothes it with the dignity of property 
having intrinsic value.’”’ The exemption, therefore, is con- 
stitutional, except as applied to money. Justice Fullerton, 
dissenting, held that credits are property; that to exempt 
them does not equalize taxation; and that the exemption 
would allow much property, such as the stock of a corpora- 
tion that did no business in the State, to escape. 

The ruling that money cannot be exempt under the con- 
stitution renders incomplete the assessments for 1908 of 
those counties in which moneys were not listed in that 
year. An attempt will be made to include, in the assess- 
ment of 1909, moneys on hand March 1, 1908, as well as 
those for the current year. 

The question has been raised whether bank deposits are 
to be regarded as moneys or as credits. The Tax Commis- 
sioners have advised the assessors that they should be 
regarded as moneys and listed as such. The assessor of 
King County, which includes the city of Seattle, relying 
on an opinion furnished by the prosecuting attorney, has 
decided to refuse to list them, and presumably other as- 
sessors have adopted the same policy. So the matter may 
be expected to go before the courts. 

With regard to bank stock an anomalous condition 
exists. The same legislature that passed the act exempt- 
ing moneys and credits provided for the assessment of the 
stock of state and national banks. In practise, therefore, 
the exemption has not been applied to this kind of secu- 
rities. This may suggest that corporate securities in gen- 
eral should not be exempt; but it seems clear enough that 
they are property of the same class as the things specifi- 
cally mentioned. In any event, the view taken by the 
Tax Commissioners and by many, if not all, of the assessors 
is that they are exempt; and Justice Fullerton, in his 
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dissenting opinion, seems to take it as a matter of course 
that they are. In thé opinion of some of the taxing 
officials the taxation of bank stock, at least as far as the 
national banks are concerned, is unconstitutional because 
of its discriminatory character; but as yet none of the 
banks have seen fit to contest it. 

Whether or not the exemption of intangibles has had 
any effect on the rate of interest it is impossible to say. 
Only one assessment has been made since the law went 
into effect; and in many of the counties the law was for 
the purpose of that assessment disregarded. It is less 
than a year since its constitutionality was upheld. Since 
its passage the country has gone through a severe financial 
crisis. It has been stated that the school districts have 
been able to place their bonds recently at 4.5 per cent. 
interest, whereas the rate was previously 5.5 per cent. 
To this it is replied that the reason why the rate of interest 
for such securities has fallen is that the State itself has 
entered the market for them, investing nearly half a million 
dollars belonging to various special funds. The opinion 
of bankers and of others who are in a position to observe 
the prices of securities and the rates of interest is that, 
while no man can speak with confidence on the subject, 
there appears to be no change that can fairly be attributed 
to the law. The fact that intangibles have so commonly 
escaped in the past is held to be quite sufficient to explain 
the absence of any effect on the rate of interest or the value 
of securities. 

While the law seems to have had little, if any, effect on 
the rate of interest, it appears to have reduced considerably, 
at least in Seattle, the practice of withdrawing bank de- 
posits over the time of assessment. This practise has, 
in times past, been of such inportance that the banks 
have been obliged to prepare themselves for it. As a matter 
of fact, however, the deposits largely escaped assessment 
even when they were left in the banks, for the assessors 
very well knew that to require the banks to disclose the 
accounts of their customers, if that were possible, would 
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mean that the whole banking system would annually be 
placed in a serious condition, and that business would be 
correspondingly disorganized. 

It is said that the exemption of intangibles has resulted 
in the coming into the State of business men and of cap- 
ital; and individual cases are cited to show that this is 
true. It is obviously impossible to obtain any general 
information on the subject. That the exemption has 
attracted some persons is possible and easily understood; 
but it is not so easy to see why it should lead non-resi- 
dents to send capital into the State. So far as capital is 
tangible, it is no more exempt than formerly. So far as 
it is intangible it has previously been exempt, as the State 
does not tax property of this sort in the hands of non-resi- 
dents. Yet one of the chief arguments for the exemption 
was that it would attract capital. The president of a prom- 
inent Seattle trust company, who takes the view that it 
has actually done so, explains it by saying that a man who 
is about to invest in another State inquires about the tax 
rate, assuming that his investment will be subject to taxa- 
tion in that State. 

As has already been stated, the exemption of intangi- 
bles was not desired by a majority of the State Board of 
Tax Commissioners. Accepting their recommendation that 
the constitution be amended so as to permit a thorough 
reform and going beyond the changes suggested by the 
Commissioners in their report, the legislature of 1907 
voted to submit to the people an amendment which would, 
in effect, remove from the constitution most of the existing 
provisions in regard to taxation, and substitute the follow- 
ing:— 

The power of taxation shall never be surrendered, suspended or 
contracted away. Taxes shall be uniform upon the same class of 
subjects, and shall be levied and collected for public purposes. The 
property of the United States and of the State, counties, school 
districts and other municipal corporations, and personal property to 
the amount of three hundred dollars for each head of a family, 
liable to assessment and taxation under the provisions of the laws 
of this State, of which the individual is the actual and bona fide owner, 
shall be exempt from taxation. 
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This proposed amendment was defeated at the polls in 


November, 1908, by a large majority. Had it been passed, 


the Tax Commissioners would have recommended the 
classification of property with a moderate tax on intangi- 
bles, and the separation of State and local revenue, giving 
to the State the revenue derived from railroads and other 
public service corporations doing business throughout the 
State. 

The defeat of the amendment is attributed mainly to 
the opposition of the railroads and other corporations 
that have largely escaped taxation, of the money interests 
generally which benefited by the exemption of intangi- 
bles, of certain religious bodies that believed that their 
legal exemption would be overthrown, and to the failure 
of the friends of the amendment to make clear its meaning 
and purpose. As to the relative importance of the forces 
opposed to the amendment, it is difficult to say. The busi- 
ness interests seem to have been the most active in their 
opposition, and it is said that they did much to work up 
the opposition on religious grounds. Certain it is that the 
latter argument did not gain prominence, at least in Seattle, 
till late in the campaign. One of the arguments most 
commonly advanced was that it would be very dangerous 
to intrust to the legislature as much power as the amend- 
ment would give them. The Tax Commissioners recom- 
mended to the legislature of 1909 the submission of an 
amendment substantially the same as that which was 
defeated, save that it provided for the exemption of property 
used for educational, charitable, and religious purposes. 
The legislature, however, refused to submit this amend- 
ment. 

For some years to come Washington is likely to remain 
bound to the general property tax, with the important 
modification that what are commonly known as intangi- 
bles, except actual money, are not property for the pur- 
pose of taxation. In the ordinary course of events no 
arrangements for the submission of a constitutional amend- 
ment will be made before the legislative session of 1911; 
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action upon it would not be taken by the people till Novem- 
ber, 1912; if it were passed, legislation would probably 
be enacted under it at earliest in the session of 1913; 
but, unless March Ist were abolished as the time of assess- 
ment, such legislation would not go into effect till 1914. 
The policy of exemption is therefore likely to have a reason- 
ably long trial. The exemption is, of course, dependent 
on a mere act of the legislature; but it seems improbable 
that it will be repealed. Such repeal might, however, 
occur if the banks were to contest successfully the tax 
that is now laid on their stock. 

VANDERVEER CUSTIS. 


Untversity oF WASHINGTON. 
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Barbon, “A Discourse of Trade.” (London, 1690.), Price, 50 cents. 

Fortrey, “England’s Interest Considered.” (Cambridge, 1663.), Price, 50 cents. 

Longe, “A Refutation of the Wage-fund Theory.” (London, 1866.), Price, 75 cents. 

Malthus, “ An Inquiry into the Nature and Progress of Rent.” (London, 1815.), Price, 
75 cents. 

N » “Discourses upon Trade.” (London, 1691.), Price, 50 cents. 

Ricardo, “Three Letters on ‘ The Price of Gold.’” (London, 1809.), Price, 75 cents. 

West, “Essay on the Application of Capital to Land.” (London, 1815.), Price, 75 cents. 


Subscriptions and orders should be sent to 


THE JOHNS HOPKINS PRESS, 
BaLTrmorE, Mp. 
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SELECTIONS AND DOCUMENTS 
- IN ECONOMICS 


Edited by PROFESSOR WILLIAM Z. RIPLEY of Harvard University 


AN APPLICATION OF THE CASE-SYSTEM TO 
THE TEACHING OF ECONOMICS 





SELECTED READINGS IN ECONOMICS 


By CHARLES J. BULLOCK 


ASSISTANT PROFESSOR OF ECONOMICS IN HARVARD UNIVERSITY 


This latest book of the series furnishes the collateral reading needed to sup- 
plement text-book and lectures in a general course in economics. 

The large amount of descriptive and historical material includes various selec- 
tions from standard authors and modern periodical literature bearing upon im- 
portant points of economic theory. 


The Accumulation of Capital: Saving and Spending 

The Division of Labor 

The Law of Population 

Human Wants and their Satisfaction 

The Manufacturing Industries of the United States 

Studies of the Iron and Cotton Industries 

American Agriculture 

The Organization of Exchange Prices 

The Growth of Cities in the United States 

The Organization of Production before and after the Industrial Revolution 


are chapter titles that indicate the importance and interest of the subjects treated. 





OTHER BOOKS OF THE SERIES 
RAILWAY PROBLEMS 


A CoxrxecTion or Reprints, with Mars Anp InTROpUCTION, By WILLIAM Z, 
RIPLEY. 


TRUSTS, POOLS, AND CORPORATIONS 
Witn an IntRopuction sy WILLIAM Z. RIPLEY, Prorgssor or Economics, 
HARVARD UNIVERSITY. 


SELECTED READINGS IN PUBLIC FINANCE 
By CHARLES J. BULLOCK, Assistant Prorgssor or Economics in Har- 
VARD UNIVERSITY. 


TRADE UNIONISM AND LABOR PROBLEMS 
Epitep, wITH AN INTRODUCTION, BY ‘JOHN R, COMMONS, Prorsssor or Po- 
LITICAL Economy, University oF WISCONSIN. 


SOCIOLOGY AND SOCIAL PROGRESS 
A Hanppoox ror Stupents or Socio.tocy, sy THOMAS NIXON CARVER, 
Prorgssor oF Pouiticat Economy tn HARVARD UNIVERSITY. 








GINN & COMPANY Puablshers 


BOSTON NEW YORK CHICAGO LONDON 
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Application for membership, remittances for dues, and all other inquiries concerning the 
general business of the Association should be addressed to the Secretary and Treasurer. 











AIM 


The advancement of the scientific study of Politics, Public Law, Admin- 
istration, and Diplomacy in the United States. 


MEMBERSHIP 

Any person may become a member upon payment of $3 annual dues, 
Life membership, $50. Libraries eligible to annual membership. Memders 
entitled to all publications of the Association issued during membership. 


PUBLICATIONS 
Proceedings 


An annual cloth-bound volume, containing papers read at the annual 
December meetings of the Association. 


The American Political Science Review 


Published quarterly. Each number containing :— 


Leading articles. 

Notes on current legislation. 

“Notes and News,” National, State, Municipal, Colonial, Foreign, Personal, 
and Miscellaneous. 

Reviews. 

Index to Political Publications, Books, Periodical Articles, and Government 

Publications. 

Each number contains approximately 176 pages. ‘The first number is- 
sued November, 1906. Annual subscription price to persons not members 
of the Association, $3. Members desiring to complete their sets of publica- 
tions of the Association may obtain volumes I, II, III, and IV of the Pro- 
ceedings for $1 each. Specimen copy of the Review sent upon request. 
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Address all remittances and communications to 
Secretary of the American Political W. W. WILLOUGH BY, 


Science Association and Managing Johns Hopkins University, 
Editor of the Review. Baltimore, Md, 
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HARVARD UNIVERSITY. 


COURSES IN HISTORY, GOVERNMENT, AND ECONOMICS FOR 1908-09. 


[The following are full courses running through the year, unless otherwise stated. 
Brackets indicate that the course is omitted in 1908-1909. Courses omitted in one year 
are usually given in the year following.] 


HISTORY. 
PRIMARILY FOR UNDERGRADUATES. 


1. Medizval History (introductory course). Professor HAsKINs and Dr. Gray. 
2. Modern European History. Professor CooLipGe and Assistant Professor MER- 
RIMAN. 
FOR UNDERGRADUATES AND GRADUATES. 


History of Rome to the reign of Diocletian. Assistant Professor FERGUSON.] 

History of Greece to the Roman Conquest. Assistant Professor FERGUSON. 

The Church in the Middle Ages from Charlemagne to Dante. Professor EMERTON. 

The First Eight Christian Centuries. Professor EMERTON.] 

The Era of the Reformation in Europe. Professor EMERTON. 

History of France to the reign of Francis I. Professor Gross. 

Constitutional History of England to the Sixteenth Century. Professor Gross. 

10a. American History to 1760. Half-course. Professor CHANNING. 

10b, American History, 1760-1789. Half-course. Professor CHANNING. 

{11. History of England during the Tudor and Stuart Periods. Assistant Professor 
MERKIMAN. ] 

{12a. English History from the Revolution of 1688 to the Reform of Parliament. ai/- 
course. Professor MACVANE.] 

[12b. English History since the Reform of Parliament. Ha/f-course. Professor MACVANE.] 

13. Constitutional and Political History of the United States, 1789-1895. Professor 
MacDoNnaALpD (Brown University). 

14. History of the French Revolution and of Napoleon I. Assistant Professor 
JOHNSTON. 

[15. History of Russia. Professor COOLIDGE.] 

18 History of the Far East in the Nineteenth Century. Halfcourse. Professor 
COOLIDGE. 

[19>. The Eastern Question. Professor COOLIDGE.] 

24a, The History of the Christian Church in Europe within the last three Centuries. 
Half-course. Professor E. C. Moore. 

24>. The Expansion of Christendom in the Nineteenth Century. Halfcourse. Pro- 
fessor E. C. Moore. 

(28. History of Prussia since the Great Elector. Assistant Professor JoHNSTON.] 

29. History of Spain. Assistant Professor MERRIMAN. 

30. The Growth of the British Empire. Hadfcourse. Dr. PROTHERO. 

32. European and American Warfare in the Nineteenth Century. Halfcourse. 
Assistant Professor JOHNSTON. 

37. Character and Spread of Hellenistic Culture. Halfcourse. Assistant Professor 
FERGUSON. 

[38. Byzantine History. Half-course. Assistant Professor FERGUSON.] 

History of Religions 1. Introduction to the Study of Religions. Halfcourse. Pro- 
fessor G. F. Moore. 

History of Religions 2. History of Religions in Outline. Professor G. F. Moore. 


PRIMARILY FOR GRADUATES. 


17. General History of Russia (advanced course). Halfcourse. Professor COOLIDGE. 

2t. Introduction to the Sources of Medieval History. Halfcourse. Professor 
HASKINS. 

[22. The Elements of Latin Paleography, with reference to the use of Historical 
Sources. Halfcourse. Professor HASKINS.] 

238. Selected Topics in the Historical Development of American Institutions (1760- 
1775). Half-course. Professor CHANNING. 

23>. Selected Topics in the Historical Development of American Institutions (1775- 
1789). Half-course. Professor CHANNING. 

23°. The Literature of American History. Hal/fcourse. Professor CHANNING. 

(25. Historical Bibliography and Criticism. Halfcourse. Professor HASKINS.] 

26. History of Christian Thought. Half-course. Professor EMERTON. 

31. Selected Topics from the History of Continental Europe in the Sixteenth and 
Seventeenth Centuries. Halfcourse. Assistant Professor MERRIMAN. 
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[33- History of Italy from 1789 to 1870. al/fcourse. Assistant Professor JOHNSTON.] 

34- Political Geography of Europe. Haifcourse. Assistant Professor JOHNSTON. 

35 Roman Constitutional History. Assistant Professor FERGUSON. 

[36. Greek Constitutional History. Assistant Professor FERGUSON.] 

(39. History of French Institutions since Louis XIV. Professor MACVANE.] 

[40. Selected Topics from the History of England in the Eighteenth and Nineteenth 

Centuries. Professor MACVANE.] 

[41. Early Medizval Institutions. Aa/fcourse. Professor HASKINS.] 

[History of Religions 3. Half-course. Germanic and Celtic Religions. Professors 
KITTREDGE and F. N. RoBINSON.] 

History of Religions 4. Half-course. Judaism, from 198 B.c. to modern times. Pro- 
fessor G. F. MOORE. 

History A 1. History of the Church in Outline. Professor PLATNER. 

[History A 2. History of Christian Doctrine. Professor PLATNER.] 

History A 3. Christian Institutions. Professor PLATNER. 

History A 5. History of the Church in America. Half-course. Professor PLATNER. 

[History A 6. History of Early Christian Literature. Halfcourse. Professor PLATNER.] 


CouRSES OF RESEARCH. 


20a, Church and State. Professor EMERTON. 
2o0b. English Institutions in the Middle Ages. Professor Gross. 
20¢. Medizval Institutions. Professor HAsKINs. 
. History of Europe in the Eighteenth and Nineteenth Centuries. Professor Coot- 
IDGE and Assistant Professor JOHNSTON. 
. American History. Professor CHANNING. 
English Institutions in the Tudor and Stuart Periods. Assistant Professor 
MERRIMAN. 
. European History in the Sixteenth Century. Professor CooLipGE and Assistant 
Professor MERRIMAN. 
Greek and Roman History. Assistant Professor FERGUSON. 
Recent French History. Professor MACVANE.] 


GOVERNMENT. 
PRIMARILY FOR UNDERGRADUATES 
Constitutional Government. « Professor LOWELL. 
FOR UNDERGRADUATES AND GRADUATES. 


Elements of International Law. Mr. SPICER. 

History of Roman Law. Halfcourse. Professor HASKINS. 

Principles of Roman Law. Aaif-course.] 

History of Political Theories. Assistant Professor MUNRO. 

Political and Administrative Institutions of Continental Europe. Halfcourse. 
Professor REDLICH (University of Vienna). 

Colonial Governments. Assistant Professor MuUNRO.] 

European Diplomacy since 1814. Half-course. Assistant Professor JOHNSTON. 

Tendencies of American Legislation. Professor STIMsSON.] 

Modern Municipal Government. Assistant Professor MuNRo. 

Comparative Administration and Administrative Law. Mr. E. M. PARKER. 

Tropical Colonization. Mr. Treat. 


PRIMARILY FOR GRADUATES. 


Public Opinion and Popular Government. Professor LOWELL.] 

Municipal Government in the Middle Ages. Halfcourse. Professor Gross.] 

The American Political System, National, State, and Municipal. Professor Mac- 
DONALD (Brown University). 

American Diplomacy. Professor HART.] 

. International Law as Administered by the Courts. Professor WiLson (Brown 

University) and Mr. SPIcer. 

Local Government and Administration in England and on the European Conti- 
nent. Half-course. Professor REDLICH (University of Vienna). 

American Constitutional Law. Professor STIMSON. 

The Government and Resources of Australia. Halfcourse. Mr. TREAT. 


CouRSES OF RESEARCH. 


. Topics in English Government. Professor REDLICH (University of Vienna). 
. English Political Institutions. Professor LowELL. 
International Law.] 
. American Institutions. Professor MACDONALD (Brown University) and Assistant 
Professor MUNRO. 
Constitutional Protection to Private Rights. Professor STIMsON.] 
Selected Topics in Colonization. Mr. TREAT. 








